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Early Days of American Accountancy 
By JAMEs T. ANYON 
Ill 


I wish to digress a little at this point to say a few words on the 
subject of figures, which happens to be one of my pet topics. 
In the old days accountants were often looked upon and referred 
to as ‘‘men of figures.”” Now just what does this mean in the 
minds of those using the term? It means a man who deals in 
and loves figures for themselves, calculates, balances accounts, 
prepares elaborate statements, looks for errors, thinks figures, 
sometimes juggles them and always writes and talks them, and 
in proportion to his skill in this direction so does he consider 
himself a good and capable accountant. A man of such a type 
in his general practice is likely to base his findings and conclu- 
sions on the figures he finds on records rather than on the facts 
behind those figures. The latter are paramount, facts and 
truths automatically becoming secondary. If, for example, he 
sees on records which he is examining a property asset standing 
at a certain value, he is prompted to accept such value as a 
truth because the figures say it is so. 

The well trained and experienced accountant of today on the 
other hand is not a man of figures in the sense as described. He 
is rather a man of facts and truths, and figures become subordi- 
nate and are used only as a means of expressing such facts and 
truths. In dealing with accounting matters he is not only skilled 
in what I may term the technique of accounting, that is figuring, 
balancing, adjusting and so forth, but he understands and applies 
the fundamental principles governing accounts and their rela- 
tions one to the other; he knows the elements that properly 
enter into and constitute profits and losses, the underlying 
theories of capital and income and so on. In any account or 
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statement put before him he does not take the figures at their 
face value. They are secondary and his thoughts at once center 
on the questions: What do they stand for? What are the actual 
facts and truths behind them? And he proceeds to examine 
and adjust them accordingly. In other words, the accountant 
makes his figures fit in with the facts: the other man the facts 
to his figures. 

Now there are a great many men of figures who imagine that 
they are good accountants in practice today. There are also a 
great many good accountants. The former can usually be 
recognized by the nature of their reports, filled with figures, 
accompanied by wonderful and voluminous exhibits that bewilder 
the layman and leave him no wiser than he was before. The 
reports of the latter, on the contrary, are usually of a briefer 
character, giving such figures only as are needful to state required 
facts and essential things, and if necessary opinions and views on 
questions of use and interest to the client concerned. The 
difference between the two can probably be better expressed and 
understood if I state what a well-known New York lawyer re- 
marked to me some time ago. He said: “‘In the course of my 
professional practice I have seen and read many accountants’ 
reports, and what has always impressed me the most in reference 
to the majority of them is that they contain lots of figures but 
no brains.”” There’s the whole of my argument in a nutshell 
and before finishing I would like to say a few words to the young, 
rising and ambitious accountant of today who loves his profession. 
Don’t allow yourself to be mesmerized by figures. I agree that 
they are very alluring but be a little suspicious and don’t trust 
them too much. Use figures as little as you can. Remember 
your client doesn’t like or want them—he wants brains. Think 
and act upon facts, truths and principles and regard figures only 
as things to express these, and so proceeding you are likely to 
become a great accountant and a credit to one of the truest and 
finest professions in the land. 

Toward the end of the year 1888 and the beginning of 1889, 
accountants in practice here experienced a feeling of much 
curiosity and surprise to find suddenly amongst them a number 
of English and Scottish accountants engaged in special and im- 
portant accounting work for a number of industrial undertakings 
in this country. These accountants were the representatives of 
certain prominent London accounting firms who had been sent 
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here to examine the financial condition and earning power of 
undertakings on behalf of certain English “syndicates,” as they 
were then termed, formed over there to purchase American 
industrial properties of good standing which could show large 
earning power, the object being to incorporate and capitalize 
them under the English laws and float the securities on the 
English market. These operations were confined in the first 
place almost exclusively to American breweries, which in those 
days were undoubtedly large profit-making undertakings. The 
first of these to undergo examination was the Kreuger Brewing 
Co. situated in Newark, New Jersey, which was later acquired 
by an English syndicate, and then followed a number of others, 
namely, the Rochester breweries, San Francisco breweries, 
Denver breweries, St. Louis breweries, Chicago breweries and 
several others. I think the first industrial undertaking not a 
brewery examined by accountants and later taken over in the 
way referred to was the Otis Steel Company of Cleveland. This 
company was subsequently repurchased by American interests 
and operates as an American company at the present time. 

As will be seen, the accounting work necessary to be done in 
the process of acquiring these properties was great and important, 
and it was performed entirely by foreign accountants. This 
circumstance had a decided influence for good on the profession 
at large. In the first place, it had what may be termed an edu- 
cational effect, inasmuch as it gave American accountants an 
insight into the nature and responsibility of the work experi- 
enced accountants were called upon to perform and how they 
went about doing it. In the second place, it opened the eyes of 
business men here for the first time to the fact that there existed 
an important and useful profession in regard to which they had 
known little or nothing previously, and in respect of which they 
saw advantages which in the future would undoubtedly inure 
to the benefit of business at large. At any rate the visit of these 
men having for its object the examination of the financial affairs 
of American commercial enterprises, intelligently and thoroughly 
going over their books and records within a limited time, and 
completing the work so as to be able to exhibit and report upon 
the financial conditions and earning power of such enterprises 
was naturally a surprise to many and at the same time an instruc- 
tive experience. 

The year 1890 and several years thereafter represented a period 
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of undoubted development and advancement in accounting both 
in better knowledge of the profession and its requirements on the 
part of its practitioners and also in the fact that bankers and 
financial men generally began to understand better the nature 
of its work and service. They were the first to perceive real 
merit and benefit in the employment of accountants in many 
business matters, and evinced a willingness to give the profession 
a larger recognition and to avail themselves of its services. 

This feeling was further intensified by the fact that about the 
period I am referring to or possibly a little later a number of 
fairly large accounting firms sprang into existence and became 
established with offices mainly in the city of New York. Some 
of these firms were of English origin and others purely American. 
Amongst the former and one of the first, was the firm of Jones, 
Caeser & Co. (afterwards Price, Waterhouse & Co. of London) 
established in 1890. I think it can safely be said that the pro- 
fession received a pronounced impetus, and recognition became 
more general on the part of the public soon after the advent of 
this firm, mainly from the fact that it was appointed in 1891 as 
auditors and accountants to the United States Steel Corporation, 
an event that perhaps contributed more to creating a realization 
on the part of the business world here as to what accounting and 
auditing really meant than any other occurrence at that time. 
Of the American firms which a year or two later became estab- 
lished and quickly became prominent and important, and are 
still enjoying these distinctions, may be mentioned Haskins & 
Sells, Lybrand, Ross Bros. & Montgomery, Patterson, Teele & 
Dennis, and several others. 

Another fact about this time also tended to the further develop- 
ment of the profession. A number of industrial concerns became 
incorporated under the laws of the various states, and their 
securities were issued and offered to the investing public. In 
most of these cases bankers employed accounting firms practising 
here to make examinations and reports on the financial condition 
and earnings of these undertakings before offering the securities 
for public subscription. This work was usually reflected in the 
form of a short report or certificate given by the examining ac- 
counting firm of its findings and published in the bankers’ 
prospectus. 

I believe the first industrial firm so incorporated whose securi- 
ties were offered to the public with an accountant’s certificate 
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attached to the prospectus was the firm of John B. Stetson & Co. 
of Philadelphia early in the year 1891. Other industrial firms 
were incorporated in rapid succession and the services of profes- 
sional accountants became general. 

Gentlemen of the legal profession were the last in line even 
moderately to recognize that accounting was a separate and 
distinct profession or that it played any special réle in the affairs 
of the business world. They persisted to the last in looking 
upon the accountant as no more than a well informed book- 
keeper and held a quiet contempt for his pretentions that he 
was anything else. As an example of this feeling, I will relate a 
somewhat amusing incident which happened to me. 

I was subpoenaed to appear and testify as an “‘expert’’ on behalf 
of the creditors in the case of a fraudulent bankruptcy where it 
was claimed that the debtor had illegally drawn large sums from 
his business to the detriment of his creditors at certain dates 
when he knew that he was in a bankrupt condition. His attorney 
sought to prove that these drawings had not taken place. It 
was a fact, he admitted, that some moneys had been drawn by 
the debtor on or about the dates named, but that these were 
minor sums taken by the debtor for his own personal support 
and maintenance. After being put on the stand and certain 
direct evidence had been given, the debtor’s attorney took me 
in hand. His preliminary abrupt question was ‘‘ You claim to 
be an expert bookkeeper.’’ I was a little surprised at this sudden 
and blunt question and slowly replied that while I understood 
about bookkeeping both theoretical and practical, I was not 
exactly a bookkeeper. He came back to me again rather 
savagely: ‘“‘It is your business to write up, balance and keep 
the books of others requiring service of this kind.” I replied 
again that this was not exactly my business—that I was a 
professional accountant, whereupon he quickly turned to the 
judge and said: ‘‘Your Honor—I submit that this witness on 
his own showing is not a bookkeeper and therefore is incompetent 
to give evidence in this case and I move that the whole of his 
testimony be stricken out.” The judge took a different view 
and smiling slightly requested him to go on with his examination. 

What followed was a little too funny not to relate. The 
attorney requested me to open to a certain page in the debtor’s 
ledger (the cashbook had previously mysteriously disappeared) 
wherein was found the debtor’s personal account. He said, “I 
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want you to look at that account and tell me if it is not a fact 
according to the account there shown that the debtor on such 
and such a date drew from his business $125.’ I replied that 
according to this account on the date named the debtor had 
actually drawn the sum of $1,000; that the figure 125 was not 
the amount drawn but the page of the cashbook from which the 
posting had been made. Here was the case of an otherwise 
bright attorney who had evidently personally examined the 
ledger account of his client and taking the first column of figures 
he saw (which were the cashbook posting folios) had concluded 
that these were the “large alleged drawings” his client had 
taken out of his business which were objected to by his creditors. 

Lawyers in these days are not all like the one above, but while 
in many cases members of the legal profession do recognize the 
services of accountants as being of special value to them, this 
recognition is by no means general. This is a pity, for account- 
ants are usually ready to consult members of the legal profession 
on special matters they may have in hand for clients to be sure 
their opinions and findings conform in every respect to the legal- 
ity of the case at issue. On the contrary it is rarely the case 
that lawyers will seek the opinion of accountants in matters 
where law and accounting play an important part so as to be 
satisfied that their findings and provisions are in harmony with 
accounting principles and exactness. I have seen many cases 
where, mainly in the matter of the preparation of contracts and 
agreements in commercial affairs, attorneys have failed to 
prepare these so as to give full and proper effect to the accounting 
element contained therein. It is obvious that unless the legal 
part of these instruments fully harmonizes with the accounting 
part and each fits in its place, dispute and trouble are likely to be 
the result and possibly expensive litigation will follow. 

A very good example of what I am here referring to, viz. the 
value of accountants to lawyers, can be given in the case of one 
of the former partners of my firm, Sir Hardman Lever, whose 
services were contributed by the firm to the British government 
during the war in 1916. He was allotted to the munitions 
department of the government and his services and knowledge 
as an accountant in the matter of interpreting, adjusting and 
settling contracts made by the government with contractors 
(these were no doubt correctly prepared from the usual legal 
standpoint) were such as to cause a saving to the country of 
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many millions of pounds sterling. This fact was openly stated 
. during a debate in the British house of commons and for such 
services he received very high honors. I will say, therefore, 
that it appears to me that it would be decidedly to the advantage 
and interest of the two professions if accountants and lawyers 
acted reciprocally in cases of all commercial and other matters 
where law and accounting together enter as elements. 

I do not think it is necessary for me to trace the early history 
of the profession any further. This early period began in 1883 
and practically ended ten years later in 1893. From the latter 
period on, accounting became a real profession. The quality of 
the practitioner improved, the extent and diversity of his knowl- 
edge became greater, and altogether he gave to it a status and an 
atmosphere it had hitherto completely lacked, an atmosphere 
that carried with it knowledge, truth, precision, trustworthiness 
to an extent it had never before known. Then, when these in- 
fluences became apparent, and it was perceived that they formed 
the foundation and the real essence of the profession, the public, 
the banker, the lawyer and business men generally recognized 
that accountancy was a good and beneficial thing always wanted 
which had not reached them till this time. And as the American 
business man is wise, intelligent and alert at all times to adopt 
and take advantage of any beneficial and useful thing as it ap- 
pears, so from this time on he became a patron of the profession 
and this patronage has grown and intensified to this day. 

Therefore, from the year 1893 I must leave to the pen of some 
other chronicler far more able than I to record the history of the 
profession and the interesting and far-reaching developments 
that later took place. He will commence probably by recording 
how the efforts of the members of the American Association of 
Public Accountants through the untiring efforts and patience of 
its members, to obtain some kind of legal recognition of the 
profession by the state, culminated in 1898 in an act conferring 
upon the regents of the university of the state of New York 
power to grant certificates of qualification to accountants then 
in practice who could comply with the necessary requirements 
laid down by the regents. He will proceed also to record when 
and under what conditions the New York state society was 
formed and other societies in other states, and he will no doubt 
refer to what I think had a considerable influence for good on the 
profession and added greatly to the knowledge and proficiency 

167 








The Journal of Accountancy 











of many connected with its practice, I refer now to the establish- 
ment of the school of commerce, finance and accounts founded 
by the late C. W. Haskins, then an active member of the well- 
known firm of Haskins & Sells. This chronicler will also probably 
review the valuable accounting literature which began to appear 
soon after 1893 and to the establishment of THE JOURNAL OF 
ACCOUNTANCY a few years later. This then will be the begin- 
ning of the work of the chronicler as mine ends. 

' do not wish to finish this narrative without saying a few 
words on my own account in reference to the profession which I 
embraced nearly fifty years ago and have ardently loved all my 
life. I have loved it for its possibilities, its usefulness, its inter- 
esting problems, its exactness, for I look upon true accounting 
as an exact science. I have been in touch with it here from its 
inception, have seen its set-backs, its progress and development 
till it has become second to none as a profession in usefulness 
and importance in the land, and that it will continue to progress, 
although it is already on an advanced and a high plane, I have no 
doubt whatever. I believe the young professional accountant 
of to-day will be called upon for far greater things in the future 
than those that now constitute his daily practice. I believe it 
will eventually become apparent to men of the business world 
that the professional accountant (and when I say this I mean 
the real thing, the one who knows, who understands business 
principles and their relation to the theory and practice of account- 
ing, the one who has matured in his knowledge born of long and 
varied experience) should have a place on the board of direction 
of all mercantile and manufacturing concerns in the country. I 
have seen many cases in my time where losses through defective 
costing or accounting could have been prevented or materially 
lessened, where expensive litigation even, arising through con- 
tracts and agreements entered into without proper understanding 
and consideration for accounting principles, could have been 
avoided if the experienced accountant’s knowledge had been 
made available by his presence on the board. I believe the ac- 
countant will be called upon in all cases where mercantile losses 
arise, not only to show the extent of these losses which he now 
does, but the real cause of them, how they might, through proper 
accounting methods and analysis, have been prevented or less- 
ened and how they can be avoided in future operations. I 
believe further that accountants will be appointed receivers and 
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trustees; that laws will eventually be enacted compelling all 
corporations and companies, all business and financial under- 
takings where the public and outsiders are interested, to have 
their operations audited, analyzed and passed upon by legally 
authorized auditors qualified to do this work, and finally that their 
services will be sought to audit and check periodically the ac- 
counts and records of municipalities and departments of the 
federal and state governments. In other words, true accounting, 
born of precision and exactness, will permeate in the future 
all mercantile and financial matters where truth, accuracy and 
honest action are the requisites. 

When that time arrives the profession of accounting will at 
last have come into its own—and I hope that day may not be 
far distant. 

















College and University Accounting 
By WILLIAM B. FRANKE 


Trevor Arnett, of the general education board, in his book 
College and University Finance divides the colleges and univer- 
sities of the United States into two classes: first, the endowed 
institutions; second, the tax-supported institutions, although 
even these may derive part of their income from endowment. 
This article deals with the first class, that is, institutions no part 
of whose income is derived from taxation. 

It is generally conceded that the endowed colleges and uni- 
versities of this country do not maintain proper accounting 
systems. As Mr. Arnett has stated, this is because the trustees of 
a college, although often successful business men, accustomed in 
their own businesses to rigid accounting methods, have placed 
complete trust in college administrators and have seldom in- 
sisted upon the adoption of adequate accounting systems for the 
colleges which they serve. Furthermore, when the trustees 
have insisted upon a modern system of accounting, the result 
has often been the installation of a system admirably adapted to 
the needs of a commercial concern, but not suitable for an educa- 
tional institution. A college is not operated for the purpose of 
making a profit. Moreover, most colleges properly operate on a 
cash basis. Therefore a system which provides for the accrual 
of income, the setting up of depreciation on buildings, etc., does 
not fulfill the requirements of an educational institution. 

The financial transactions of a college fall into three classes: 
first, those relating to endowment; second, those relating to 
plant; and, third, those relating to current operations. A chart 
of accounts should take cognizance of these classes and should 
be so devised that the sum of the debit and credit accounts under 
each class should balance. Each of the three classifications 
named above will be discussed separately and accounts which 
pertain to each and are common to all colleges will be considered. 


ENDOWMENT 


Since a large part of the income of endowed institutions is 
derived from endowment it is important that the accounting 
system provide for the recording and the safeguarding of endow- 
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Mr. Arnett’s definition of endowment is: ‘‘a fund which shall 
be maintained inviolate, the income of which shall alone be used.” 
With this definition in mind it will be understood that gifts for 
college, land, buildings and equipment are not in any sense 
endowment. They should be recorded under the plant section 
since the fixed assets for which they are given will not be income- 
producing. There is a difference of opinion as to whether or not 
fixed assets which do produce income, such as dormitories and 
dining-halls, should be classified as endowment or plant assets. 
It is generally agreed, however, that, since these assets do not 
produce a fixed income and, in fact, are often operated at a loss, 
they should be included under fixed assets. Accepting the above 
definition of endowment it will be plain that gifts, the principal 
of which, as well as the income, may be used, are not endowment. 
Such gifts should be included under the operating section. 

Endowment funds may be divided into three classes: un- 
restricted funds, restricted funds and funds subject to annuities. 

Unrestricted funds are those the income from which may be 
used for any of the needs of the college. 

The income from restricted endowment funds may be used 
only for the purposes for which such funds were given. Under 
this heading come professorship, lectureship, scholarship, student 
aid and prize funds. In accounting for the income from re- 
stricted endowment great care should be used since if the income 
from a fund is not expended during the college year the unex- 
pended portion must be deferred and used for the same purpose 
during the succeeding year or years. 

Endowment funds subject to annuities cover gifts which are 
subject to annuity payments during the lives of one or more per- 
sons. The investments of each fund should be kept separate 
and the fund accounts should not be commingled with other 
endowment-fund accounts. It frequently happens that the 
annuity payments provided for in the deed of gift exceed the 
income from the investment of the fund. In such cases the final 
amount of the fund which can be added to endowment cannot 
be determined until after the death of all the annuitants, hence 
the necessity for the segregation of these funds from other en- 
dowment funds. 

Endowment pledges or subscriptions should not be recorded in 
the general books of account. As they are given they should be 
recorded in a subsidiary loose-leaf or card ledger but no entries 
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should be made in the general ledger. As cash is received in 
payment of these pledges and subscriptions it should be entered 
in detail in a subsidiary cashbook and the individual accounts 
in the sub-ledger should be credited. The cash entered in the 
subsidiary cashbook should be transferred in daily totals to the 
general cashbook and the daily cash receipts should be deposited 
in the endowment-fund bank account. The entry from the 
general cashbook will be a debit to cash and a credit to endow- 
ment fund (restricted or unrestricted). Securities given in pay- 
ment of pledges and subscriptions should be recorded in a sub- 
sidiary journal and similarly posted and transferred to the 
general books. The value assigned to securities given should be 
the market value on the date of receipt. Whether such securities 
shall be sold or exchanged for other securities depends upon 
their nature and whether or not they accord with the investment 
policy of the institution. 

Endowment funds are invested to provide a permanent, regular 
income and not to realize profit on turn-over. The accountant 
cannot dictate as to the kind of securities that should be held by 
a college. He can, however, recommend that changes be made 
in the list and it may be within his province to do so even though 
the securities which he thinks should be disposed of will not realize 
their book value. Recommendations of this sort will require 
tact and diplomacy and the accountant must be very sure of his 
ground before making them. 

It is obvious that most securities will be purchased at a price 
either below or above par. Such securities should be entered on 
the books at cost. They may be amortized by annual debits or 
credits but this is rarely done because of the amount of labor 
involved. The method adopted in many institutions is to credit 
the amount received from the sale or at the maturity of a security 
in excess of its book value to an endowment-fund account called, 
say, ‘‘endowment insurance reserve.”’ Similarly, if the amount 
received is less than the book value, the difference is charged to 
this account. In addition, a small amount may be set aside from 
current income and credited to this account until a sufficient 
amount has been reserved to cover normal losses. 

The method of determining the amount of income applicable 
to restricted and unrestricted endowment funds may be deter- 
mined in one of two ways. Each fund may be invested separately 
and the income from each investment properly applied, or the 
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funds may be invested as a whole and the entire income applied 
to each fund in the ratio that it bears to the total of all funds. 
Both methods are used and each has its advantages. Under the 
first method each fund receives the actual amount of income 
which its investments produce. It is much more difficult to 
keep separate records for each fund, however, than it is to combine 
all funds and pro rate the income. For this reason the latter 
method is better. There are various other advantages which 
might be enumerated for each method which I do not think it 
necessary to submit in this article. 

As income is received from endowment investments it should 
be deposited in the operating-fund bank account and credited in 
the operating-fund ledger to ‘income from endowment,” separate 
income accounts being maintained for interest on bonds, interest 
on mortgages, interest on bank balances, other interest, and 
dividends on stocks. The disbursement of such income should 
be charged to the proper accounts under the operating section. 

A report on the condition of securities should be submitted to 
the trustees by the financial officers of the college at least once 
in three months. This report should show in parallel columns 
the name of the security, the cost, present market value, yield 
on cost, and perhaps other information, such as the market value 
a year ago. 

It is hardly necessary to state that endowment funds should 
not be lent to trustees, officers or employees of a college, nor to 
any business which they either manage or control. 

Endowment funds should never be hypothecated for loans for 
the current purposes of a college. Such a condition would call 
for serious criticism by an accountant auditing the books of an 
educational institution for it is obvious that if, for any reason, 
sufficient funds are not raised to liquidate the loans for which 
endowment securities are pledged and such loans are called, the 
trustees are just as responsible as though they had in the first 
place used endowment to pay current debts. Likewise endow- 
ment cash temporarily uninvested should never be used to pay 
current expenses no matter how pressing the need may be or 
how soon it is expected that current funds will be received from 
which such borrowings can be repaid. To avoid the unintentional 
use of endowment cash for current purposes, a separate bank 
account should be provided under the endowment section in 
which should be deposited all cash awaiting investment. 
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Securities should be kept in a safety deposit vault and access 
to them should not be had by fewer than two persons together. 
These persons should be designated by the board of trustees. 
In addition a public accountant should be employed, who will 
make an annual audit of the books and examination of the securi- 
ties. His unqualified certificate should be appended to the 
treasurer's annual report, and this report should be printed and 
distributed among the trustees, alumni and other friends of the 
college. Some institutions appoint a bank or trust company to 
act as custodian of securities. In such cases the financial re- 
sponsibility of the custodian should be carefully investigated. 


PLANT 


Physical plant consists of land, buildings, furniture and equip- 
ment, books, scientific apparatus, machinery and tools. Plant 
assets should be carried on the books at cost and the total assets 
should exactly equal the funds used in acquiring them. A short 
time ago the writer was asked to revise the accounting system of 
a university. The preliminary examination of the books dis- 
closed the fact that while book accounts were carried for endow- 
ment and operating-fund accounts, no records had ever been 
maintained for plant accounts. This university had been in 
existence for almost eighty years and, because of lack of informa- 
tion with respect to original costs, additions and disposals, it was 
impossible to determine cost values to use as a basis for setting 
up ledger accounts. At a conference with the officers it was 
agreed that an appraisal of land and buildings would be made 
and an inventory of other assets taken, at replacement values. 
The totals thus obtained will be used for opening ledger accounts 
and future additions will be charged at cost. 

In the case above cited the present book value will also be the 
insurable value. The majority of educational institutions, how- 
ever, have maintained ledger accounts to which plant assets 
have been charged at cost. In the course of time these assets 
often appreciate with the result that replacement value may be 
far in excess of book value. Inventories at replacement value 
should be made, say, once in every three years, and the amount 
of insurance carried should be based on these inventory totals. 
The inventory amounts should, however, be carried in a memoran- 
dum record only and no adjustments should be made to the ledger 
accounts to make them coincide with inventory values. 
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When funds are given for the purchase of plant assets the entry 
is made directly in the plant section, the debit being to cash or 
securities and the credit to the proper plant-fund account. A 
separate plant bank account should be opened for this purpose. 
As expenditures are made the fixed-asset accounts should be 
charged and cash credited. Each year, however, certain expendi- 
tures must be made for equipment, etc., for which no specific 
funds have been provided by gift. These expenditures are usu- 
ally provided for in the annual operating budget and the cost 
thereof is closed into operating profit-and-loss. In order that the 
plant accounts may reflect the true value of plant assets a journal 
entry is made in the plant section at the end of each fiscal year 
debiting the proper asset accounts and crediting plant-fund ac- 
count with the total cost of new equipment, etc., purchased 
through the operating section and charged to operating profit- 
and-loss. This is one way in which college and university ac- 
counting differs from accounting for a profit-making concern, 
for the cost of such new equipment is in effect both written 
off and capitalized. It will be understood that the described 
entry for the plant accounts takes in only new additions. 
The cost of ordinary replacements is closed directly into oper- 
ating profit-and-loss and no entry is made under the plant 
section. 

The question of determining the value to be added to plant 
assets for books purchased for the college library has caused a 
great deal of discussion. Books may, of course, greatly appreciate 
in value but, on the other hand, they may become entirely 
worthless in a comparatively short space of time. The cost of 
new books is usually included in the operating budget and charged 
off to operating profit-and-loss. At the close of each fiscal year a 
journal entry should be made in the plant section for the value 
of books thus purchased. This entry is similar to the one 
described above for equipment. The best opinion available 
seems to be that for the purpose of this entry a value of $1.00 per 
volume should be placed on books purchased. 

Businesses operated for a profit must provide for the replace- 
ment of fixed assets by setting aside an annual amount from 
income. These amounts are credited to reserve-for-depreciation 
accounts. Since colleges and universities are not operated for 
profit the same considerations with respect to providing for 
replacements do not apply. Mr. Arnett has very clearly outlined 
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the situation with respect to educational institutions in the 
following paragraph. 

Endowed colleges in the first instance have obtained funds for plant and 
equipment by gifts, and as a general rule their trustees consider it the 
better policy to rare n the same source for any buildings and equipment 
which may be needed in the future. They are, moreover, so beset with 
difficulty in procuring income sufficient for the present needs that they are 
not interested in raising funds for needs of the distant future. As the 
present and past generations have  aramnagee the existing buildings, it is 
neither unwise nor unfair to expect future generations to do as well. 

Most colleges must of necessity enter into activities which 
cannot be classed as strictly educational. Under these activities 
come the operation of dining-halls, dormitories, book stores, etc. 
Since these are operated on the theory that they shall be at least 
self-supporting it is only proper that the cost of operation shall 
include depreciation. Such depreciation as well as all other 
charges and credits for these activities should be included under 
the operating section. The annual amount included for deprecia- 
tion should be taken out of the operating bank account and de- 
posited in the plant bank account. The entry in the operating 
section will be a charge to depreciation and a credit to cash, and 
in the plant section a charge to cash and a credit to reserve for 
depreciation (separate reserve accounts being maintained for the 
replacement of each asset concerned). 

When plant assets are sold or destroyed an entry should be 
made in the plant section to give effect thereto, the entry being 
a charge to cash and/or the fund account and a credit to the ' 
proper plant-asset account. 


OPERATING 


All the transactions not included under endowment and plant 
come under the head ‘‘operating.’”” The combined result of 
operations under this section represents either a surplus or deficit 
on current operations for the year. The chart of accounts to be 
used for recording these transactions may be as elaborate or as 
simple as desired. This will depend principally upon the size 
of the institution and the amount which it can properly afford 
to spend for accounting. 

Receipts are derived from two main sources: endowment and 
student fees. Receipts from the former source have been dis- 
cussed under the endowment section and do not require further 
explanation. Student fees include fees for tuition, fees for 
laboratory materials and supplies, fees for breakage, damage and 
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loss, and incidental fees such as those for registration, diplomas, 
use of library facilities, etc. It is generally understood that a 
student should not be required to pay as tuition the amount it 
costs the college to provide his education since this would prevent 
students with small resources from obtaining an education. 
Instead, the tuition charge is reduced to a point where the amount 
received from this and all other sources is just sufficient to meet 
expenses. It is now a rather generally accepted theory that, 
since a student receives his education at less than cost, he should 
feel obligated to his alma mater and should liquidate this obliga- 
tion by making such gifts as may be possible during the remainder 
of his life and by including such provisions in his will as his estate 
warrants. 

While student fees form only a portion of the income of a col- 
lege, it is important that they be paid promptly, since the margin 
between receipts and disbursements is always a slight one. On 
the other hand it would work a hardship on a poor student to 
exclude him because he could not pay his tuition in advance. 
At the university of Rochester, the treasurer addresses the fresh- 
man class after registration and, by means of charts, points out 
how small a portion of the expenses of the university is met from 
student fees and how important it is, therefore, that these fees be 
paid promptly. This plan produces good results and makes the 
student realize at the very beginning of his university career that 
he receives much more than he pays. Generally speaking, 
students should be required to pay all fees within the first few 
days of the term. When exceptions are allowed notes should be 
required. These notes should be considered as definite obliga- 
tions and rigorous steps taken to collect them. A card should be 
maintained for each student. The charges against his account 
for fees, etc., should be recorded thereon, as well as credits for 
cash and allowances. Income from fees, however, should only be 
recorded on the general books as cash is received. This follows 
the generally accepted plan of keeping college and university 
accounts on a receipts-and-disbursements basis. Likewise notes 
received from students should be carried in memorandum records 
only and not credited on the general books until redeemed by 
cash payments. 

Mr. Arnett divides operating disbursements into the following 
classes: (1) those incurred in the operation of a college as such; 
(2) those incurred in the operation of auxiliary departments; 
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(3) those incurred in the operation of dormitories, dining-halls, 
book stores, etc., (4) those incurred in raising funds. For the 
first class of expenditures an annual budget should be made. 
The subject of a budget is important but is too lengthy to be 
discussed in this article. However, in my opinion a budget is of 
the utmost importance, for without a budget it is almost impossible 
to keep operating expenses within available income. Further- 
more, it is not wise to budget a deficit, that is, an excess of esti- 
mated expenditures over estimated income. It is easy to assume 
that a deficit will be made up somehow, but it sometimes happens 
that small annual deficits are not offset, with the result that, 
almost before it is realized, a fairly large operating deficit has been 
created. People who have had experience know how difficult it 
is to raise money for past purposes. 


CHART OF ACCOUNTS 


A chart of accounts for a small college follows: 





Endowment: Buildings (with a sub-ledger 
Assets— account for each building) 
General endowment funds— Books (with such sub-ledger ac- 
Cash in bank counts as may be necessary) 
Bonds Scientific equipment (with sub- 
Stocks ledger accounts to show equip- 
Mortgages ment in each building. or 
Annuity funds— department) 
Cash Furniture (with sub-ledger ac- 
Bonds counts for each building or 
Stocks department) 
Mortgages Cash in bank 
Excess of annuity disburse- Investments of building funds 
ments over income Bonds 
Funds— Stocks 
Unrestricted endowment funds Mortgages 
(with sub-ledger accounts if Funds— 
desired) Plant funds 
Restricted endowment funds Reserves for depreciation (with 
(with a sub-ledger account for appropriate sub-ledger ac- 
each) counts) 
Endowment-insurance reserve Operating: 
Annuity funds 
Assets— 
Plant: Cash on hand 
Assets— Cash in banks—general purposes 
Grounds (with such sub-ledger Cash in banks—special purposes 
accounts as may be necessary) Notes receivable 
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Accounts receivable 
Expense inventories (with appro- 
priate sub-ledger accounts) 
Unexpired insurance 
Funds and liabilities— 
Notes payable 
Accounts payable 
Room deposits 
Key deposits 
Deferred credits 
Operating fund 
Operating surplus 
Special funds (with sub-ledger 
accounts for each) 
Income— 
College of arts and science 
From fees 
Registration 
Tuition 
Diplomas 
Laboratory fees 
Fines and miscellaneous 
From contributions— 
For current expenses 
For books 
For scholarships 
For prizes 
For student aid 
From libraries— 
Fines and lost books 
Old books and paper sales 
From endowment funds— 
Unrestricted 
Interest on bonds 
Interest on mortgages 
Interest on bank balances 
Other interest 
Dividends on stocks 
Restricted 
Interest on bonds 
Interest on mortgages 
Interest on bank balances 
Other interest 
Dividends on stocks 
Miscellaneous 
Rentals from dormitories, 
dining-hall, book store, 
etc. 
Sundry receipts 
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Dormitories— 
Rent of rooms 
Dining-hall— 
Receipts from meals served 
Bookstore— 
Sales 
Disbursements— 
College of arts and science 
Administration and general 
Administrative offices— 
salaries 
Administrative 
expenses 
Bursar’s office—salaries 
Bursar’s office—expenses 
General office—salaries 
General office—expenses 
Endowment-insurance _re- 
serve 
Diplomas 
Interest 
Programmes, circulars, cata- 
logues, etc. 
Publicity 
Public functions 
Stationery and postage 
Telephone and telegraph 
Miscellaneous 
Maintenance of buildings and 
grounds 
Salaries and wages 
Power plant (fuel and sup- 
plies) 
Repairs and alterations 
Insurance 
Assessments 
Gas 
Electricity 
Water 
Supplies and miscellaneous 
Library 
Salaries 
Student service 
Books 
Binding 
Miscellaneous 
Instruction 
Dean’s office—salaries and 
expenses 


offices— 
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Instructional salaries 
Laboratory equipment and 
supplies 

Miscellaneous 

Students’ aid 
Scholarships 
Prizes 

Dormitories— 

Salaries and wages 

Supplies 

Repairs 

Rent 

Depreciation 

Heat 

Light 

Water 

Insurance 

Telephone and telegraph 

Miscellaneous 

Dining-hall— 

Salaries and wages 

Food and supplies 

Laundry 


GENERAL 


Repairs 

Rent 

Depreciation 

Heat 

Light 

Water 

Insurance 

Telephone and telegraph 
Miscellaneous 


Bookstore— 


Salaries and wages 
Books and magazines 
Supplies 

Freight and cartage 
Repairs 

Rent 

Depreciation 

Postage 

Heat 

Light 

Insurance 

Telephone and telegraph 
Miscellaneous 


The treasurer of the university of Rochester has kindly given 
me permission to use the last combined balance-sheet of the 
university. The self-balancing principle as applied to each of the 
three main classes of financial transactions is clearly brought out 


in this statement. 


THE UNIVERSITY OF ROCHESTER 
COMBINED BALANCE-SHEET AS AT JUNE 30, 1924 


ASSETS 
Endowment assets: 


Short-term notes receivable. ........... 
SE Sh 
I kd Cc iddcncticrsccsces 


$12,986,838 .69 


35,908 .05 
490,013 .87 
4,246.74 
12.00 





Plant assets: 
Buildings and grounds................ 
Building fund cash and securities unex- 
PNG. c 3. SHORE REARS ae Nod ew bev NN 
Advances receivable—funds........... 
Books, furniture and equipment. ....... 


$13,427,019 .35 


$8,684,346 .27 


1,768,824 .49 
401 .07 
392,071 .63 





10,845,643 .46 
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Current assets: 




















POUR, 5.0 6. dcncenedaanneewenbon $1,510,736. 86 
I oan ip cdctddbuernsdceneaud 358,561 .22 
IY wie kc-nsveeekncdesunbouse 86,687 .81 
ERS 0b cok ctcat eset eine, 1,086.85 
I as bo iin'dv ds ce coRakeeus 21,953.57 
$ 1,979,026. 31 
$26,251,689 .12 
LIABILITIES 
Endowment funds: 
Endowment funds.................... $13,345,532 .03 
Endowment-insurance reserve.......... 81,068.25 
Advances payable—funds............. 401 .07 
$13,427,019 .35 
Plant funds: 
Building and equipment funds......... $10,821,580 .96 
Short-term notes payable.............. 24,062 .50 
10,845,643 . 46 
Current funds: 
eee eee $875,292 .66 
Short-term notes payable.............. 465,953.93 
AGERE DI, 06 50 Ss he akacaeanss 12.50 
EE ET rere 7,000 .00 
Special building fund reserve.......... 699,468.74 





$2,047,727 .83 
Minus accumulated deficit, college of arts 


GOBCH, « ok Sesccesivcuvcemeres 68,701 .52 





1,979,026 .31 
$26,251,689 .12 
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Insurance-brokerage Accounting 
By SOLOMON FARB 


The insurance broker is the middleman between the insured 
and the insurance company (or its general agent), who obtains 
for his client the required insurance. He is regarded in most 
states as the agent of the insured and not of the company as 
regards all matters pertaining to the application for insurance 
and the writing of the policy. 

It is the duty of the insurance broker to effect the insurance of 
his client (or as it is known in the field, ‘‘to place the risk’’); to 
obtain for him the broadest possible coverage and the most liberal 
privileges possible, at the lowest possible premium; to obtain for 
his client the benefit of any reductions in rate that may occur 
during the term of the policy; to make any changes necessary, as 
change of location; and in general, to protect the interests of his 
client at all times. 

The compensation of the insurance broker consists of a certain 
commission, based on the premium, and varies with the different 
classes of insurance effected. It must be borne in mind that the 
broker receives his commission from the insurance company, but 
that this does not change the general rule that he is the insured’s, 
and not the company’s, agent. 

To obtain from his client the order for insurance, and to per- 
form for him all of the duties enumerated above, to obtain the 
lowest possible rate, to select sound companies, to keep adequate 
records of policies, endorsements, etc.; in short, to render the 
highest possible service to his client, it has become necessary for 
the insurance broker to maintain a real organization, including 
such departments as soliciting, inspection, placing and, because of 
the voluminous detail peculiar to the insurance business, a book- 
keeping and accounting department. 

To bring these departments into complete harmony, thereby 
permitting an order to flow smoothly from one department to 
another, from its inception to its completion, should be the work 
of the accountant, just as much as the installation of the actual 
books and records. 
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When an order for certain insurance is received from a client, 
either by a solicitor or direct, it is usually first presented to one of 
the principals who passes upon the desirability of the account 
(if it is a new one) and gives general instructions as to the plac- 
ing of it. This duty of placing the insurance is turned over to a 
‘‘placer,”’ after a record of the order is placed in an order book, 
who obtains the necessary insurance, temporarily covered by a 
binder. A placer is one who is generally versed in insurance 
requirements and acquainted with the various companies and 
companies’ agents. 

A binder is a temporary contract containing the essential terms 
of the policy, names of company and assured, effective date, risk 
covered, location, amount, time, etc., signed by the company 
or its general agent, and binding it until the policy is issued. 
Delay in issuing the policy may be due, among other causes, 
to an investigation of the insured premises or the assured’s 
credit or simply the usual time consumed by the regular office 
routine. 

When the policy is finally issued by the insurance company, it 
is forwarded to the broker for transmittal to his client. At this 
stage, the records of the insurance broker commence. 


SUBSIDIARY RECORDS 


The records of an insurance-brokerage office, not unlike those 
of mercantile organizations, consist of divers statistical records in 
addition to the financial books. These statistical or subsidiary 
records do not become a part of the general books, but are main- 
tained for information only. They consist, usually, of the fol- 
lowing: account record, expiration cards, life-renewal cards, 
bills, credit bills. 

The policy, when received from the insurance company, is 
attached to the binder and forwarded to the clerk in charge of 
checking. This employee, who is called the checker, compares 
the policy with the order to see that it has been properly made 
out, verifies the rates and the forms used on the policy, and ascer- 
tains that all the required permission and privilege clauses, to 
which the client is entitled for complete protection, have been 
included. It is his duty to see that the policy, as written, reflects 
the protection desired by the client. After satisfying himself that 
the policy is correct in all particulars, he passes it to the proper 
persons for recording. 
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The account record (sometimes called the “‘line card’’), usually 
in card form, contains an historical record of the total insurance 
carried by each client. Each client has a separate card on which 
are entered, in chronological order, the various policies obtained 
for him. This record is not in full detail, but contains the essen- 
tial data on all policies, as dates, companies, amounts, property 
covered, class of risk, rates, expirations and special remarks. 
Thus, it is possible, by looking at the card, to see at a glance the 
total amount and the various forms of insurance carried, the 
total amount of premiums paid, etc. This is desirable as a record, 
not only for its value to the office itself, but for the service it 
enables the office to render clients, who, not keeping adequate 
insurance records of their own, often call upon the brokers for 
information. In order that this record may reflect the true 
status of the client’s insurance, all changes (known as endorse- 
ments), made on existing policies must be recorded; similarly, 
policies cancelled before the date of expiration must be clearly 
indicated. 

The expiration card is a record performing two functions: 
First, it is a complete detail record of each policy of insurance for 
the client, which may be referred to at all times. The account 
record, it will be recalled, contains merely summary information. 
The second and main purpose, as its name implies, is to provide a 
suitable record for renewals of expiring insurance, and to provide 
it in such a manner that old-fashioned diaries showing the insur- 
ance expiring each month need not be kept. The card has a pro- 
jection along the top, which indicates the month in which the 
insurance expires. Cards may be obtained with projections for 
each of the twelve months. Cards containing the January pro- 
jection are furthest to the left, February, slightly to the right, 
etc. Thus, when the cards are placed in the cabinet, they will 
automatically fall in place, the earliest month first, etc. Each 
policy of insurance is entered on a separate card corresponding 
with the month in which it expires. Thus, May policies issued 
for one year expire the following May and will be entered on 
cards containing a projection marked May. About April Ist of 
the following year, all May cards are taken from the files and 
orders for renewals are issued to the various companies. Should 
a policy be cancelled before it expires, the expiration card should 
be marked accordingly and removed from the file, as a renewal 
will not be required. All changes made during the term of the 
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policy must be entered, so that the insurance may be renewed in 
accordance with the corrections. 

The expiration card described above is used for all forms of 
insurance except life insurance, for which a special card must be 
used, the life-renewal card. This card has a projection bearing 
the name of the month. The months used here are not the expira- 
tion dates, but the months in which the premiums are due. 

Life-insurance premiums may be paid annually, semi-annually, 
quarterly or monthly, according to agreement. The broker is 
allowed a substantial commission on the first year’s premium, and 
a small renewal commission for several succeeding years, depend- 
ing upon the contract, but usually nine. The purpose of the 
renewal cards is to show automatically the date on which the 
premiums are due, so that the commissions due thereon may be 
collected from the insurance company. A card is made out for 
each month in which a payment isdue. Thus, for a policy issued 
in January, payable annually, only one card, January, is required. 
A policy issued in January, payable quarterly, requires four cards, 
one each of January, April, July and October, as premiums are 
due in each of these months. The life-insurance companies 
submit monthly statements showing the amount of renewal com- 
missions due the broker from premiums collected. These state- 
ments should be checked with the renewal cards of the month to 
ascertain if all are included therein. If all are accounted for, the 
commissions collected are recorded, and the cards are replaced 
in the cabinet to come up again the following year; if they do not, 
inquiries should be made to ascertain the cause. It may be that 
the policy has lapsed, or that the assured has died during the 
year. A wide-awake insurance office will follow up all lapsed 
policies to convince the assured that it is against his best inter- 
ests to drop the policy. Of course, if the policy has been defin- 
itely discontinued, or the assured has died, or the term during 
which the broker is entitled to renewal commissions has expired, 
the cards covering payments should be removed from the files. 
As in the case of the records previously mentioned, any changes 
made during the term of the policy should be recorded. The 
back of the renewal card contains space for recording all renewal 
commissions collected thereon. 

After they have been checked and verified and the proper sta- 
tistical records have been made, policies and bills are forwarded 
to clients. The bills contain the essential particulars of each 


185 








The Journal of Accountancy 





policy. They are numbered in consecutive order and made out 
in duplicate, the second copy remaining in the office for entry 
upon the books. The duplicates contain, in addition to the infor- 
mation called for on the originals, columns for calculating the 
amount of commission earned on the policy and the net amount 
due to the company. This information is required for use in 
the accounting department and, for obvious reasons, is omitted 
from the original. The bill may be classed under the main 
records, since it is the basis of the entries in the invoice register. 

Credit bills are similar to the bills in form, but are usually of a 
different color. They are used only for credits due clients on 
account of rate reductions, cancellations, etc., and are the source 
of the entries in the cancellation register and return-premium 
book. 


Books oF ACCOUNT 


The books used in a modern insurance-brokerage office, where 
records are kept on an accrual basis and a complete double-entry 
system is maintained, usually embrace the following: 


Invoice register Miscellaneous-expense book 

Cancellation register Journal 

Return-premium book Petty cash 

Cash-receipts book Payroll book 

Cash-payments book Accounts-receivable ledger 

Return-premium ledger Accounts-payable ledger 

Solicitors’ ledger Miscellaneous-accounts-payable 
ledger 


The invoice register is a combination of the sales and purchase 
books used in the ordinary mercantile concern. It contains a 
charge to the client for the premium on the policy and a credit to 
the insurance company for the net amount, premium less com- 
mission, the commission being immediately credited to the income 
account, which is the proper method where books are kept on an 
accrual basis. Some accountants, however, do not look with 
favor upon this method, contending that it is improper to treat 
commission as income until the premiums have actually been 
paid. They maintain that the cash method is the only proper 
method for insurance-brokerage houses, as many policies of 
insurance are placed and put through the books only to be can- 
celled subsequently. 
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It is the opinion of the writer that the cash method is entirely 
inadequate. The work involved in placing the insurance, inspect- 
ing the risk and making the proper office records is the most 
costly part of the service rendered by the broker, and it is mani- 
festly unfair to charge the salaries paid to employees performing 
these duties in one period and to include the income in another. 
The number of policies cancelled is usually small in proportion to 
the number placed, and it is no more logical for the insurance 
broker to use the cash method because of these cancellations than 
it is for mercantile firms to use it because goods purchased are 
subsequently returned. The accrual method is the method used 
today by some of the largest insurance-brokerage houses and it is 
being adopted by others, so that it seems only a question of time 
before it will be used by all firms of consequence. For the bene- 
fit of the reader, however, there will be found at the conclusion of 
the outline of this system a few brief remarks, showing how it 
may be adapted to meet the objection just discussed. 

The bills are entered in the invoice register in numerical order, 
showing the name of the assured, company, policy number, pre- 
mium, commission earned and commission due the solicitor. 
The premium is entered in the accounts-receivable column and 
posted to the individual accounts in the accounts-receivable 
ledger; the commission on the policy is carried to the commission 
column which is segregated into life and general (the latter cov- 
ering commissions on all insurance other than life); and the net 
amount is entered in the accounts-payable column, from which it 
is posted to the individual accounts in the accounts-payable ledger. 
The posting to the general ledger at the end of the month is: 


Accounts receivable 
To accounts payable 


Commissions earned, life 
Commissions earned, general 
The invoice register also contains a solicitors’ commission 
column and a subsequent-life-commission column, from each of 
which double postings are made. In the former is entered the 
amount of commission due to the solicitor on each policy. Solic- 
itors are usually employed by insurance brokers on a commission 
basis. A double posting to the general ledger is made from this 
column, as follows: 
Solicitors’ commissions a Sa le 
To solicitors’ commissions payable 
(or John Doe) 
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Where the number of solicitors employed is small, separate 
accounts in the general ledger may be kept for each and the credit 
posted thereto. If many solicitors are employed, it may be 
advisable to maintain a subsidiary ledger and keep one controlling 
account in the general ledger. 

Before explaining the use of the subsequent-life-commissions 
column, it may be well to discuss the accounting for life renewals. 
As previously explained, there are two sources of income from a 
life-insurance policy, the substantial commission on the first 
year’s premium and the small renewal commission tor a few suc- 
ceeding years. When a life-insurance policy is entered in the 
invoice register, the commission on the first payment, not first 
year’s premium, is taken into the commission-life column, and 
the subsequent renewal commissions into the subsequent-life- 
commissions column. Thus, on a policy with an annual premium 
of $100, assuming a first commission of 40% and a renewal com- 
mission of 5% for the succeeding nine years, $40 would be taken 
into the commissions-life column, and $45 into the subsequent- 
life-commissions cclumn. In the case of a policy payable semi- 
annually or quarterly, the commissions on the second, third and 
fourth payments are treated as renewals for purposes of account- 
ing, as they are paid direct to the company and credited by the 
latter to the broker on the regular monthly statement. Thus, on 
a policy payable $25 a quarter, assuming a 40% commission on 
the first year’s premium, and 5% thereafter for nine years, $10 
would be taken into the commissions-life column (40% on first 
payment of $25), and $75 into the subsequent-life-commission 
column (40% on balance of first year’s premium, $75 equals $30 
plus 36 renewal commissions of 5% on $25 or $1.25 equals $45, 
making a total of $75). A double posting is made from the sub- 
sequent-life-commissions column to the general ledger, as follows: 

Life commissions receivable 
To reserve for subsequent life 
commissions 

The setting up on the books of the asset, life commissions 
receivable, does not increase the net worth since it is offset by a 
reserve of like amount, but it commands attention to the fact that 
the broker possesses an asset of potential value. Because its 
value is only potential and is dependent on the continuation of 
the policies now in existence, good practice does not countenance 
setting up the asset on the books and crediting it, or even a por- 
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tion of it, to the income account. To do so would be tantamount 
to anticipating income, and ‘his is never desirable from any 
viewpoint. 

The asset account is in the nature of a controlling account, 
since it must agree with the total amount of renewal commissions 
still uncollected as shown by the renewal cards. These renewal 
cards, it will be recalled, show the total amount of renewal com- 
missions due on each policy and the amount already collected. 
The total of the balances on each card must agree with the asset 
account. The renewal commissions when received from the 
insurance company are credited to the asset account from the 
cash-receipts book and are posted in detail to the individual 
renewal cards. In order to record the income on the books 
and to keep the reserve account in agreement with the asset 
account, a journal entry must be made debiting reserve for 
subsequent life commissions and crediting commissions earned— 
life. This is a standard monthly journal entry. In the event 
of the death of an assured or the discontinuance of a policy, no 
further renewals can be collected. Hence, it becomes necessary 
to determine the amount of renewals lost thereby and reduce by 
means of a journal entry the asset and reserve accounts by that 
amount. 

The cancellation register, as the name implies, is a record of all 
policies cancelled and contains precisely the same information as 
the invoice register. The duplicate credit bills supply this infor- 
mation and are entered in the cancellation register in numerical 
order. The postings to the general and subsidiary ledgers, how- 
ever, are reversed. This book is used for “flat” cancellations only 
—that is, where the policy is cancelled in its entirety, no earned 
premium being paid by the insured client. The policy is in 
effect treated as never having existed, the credit to the client’s 
account wiping out the charge previously posted and the charge 
to the insurance company’s account wiping off the credit pre- 
viously passed thereto. It must be noted that this book is not 
used for credits due clients on account of policies cancelled after 
payment of the premium, rate reductions, etc. The return- 
premium book is used for such items. The commissions on the 
cancelled policies are charged to commissions-cancelled accounts 
and not to the commissions-earned accounts. This is done for 
the sake of clearness, as to post both cancellations and adjust- 
ments to the debit of the income account would render it difficult 
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to determine at the end of the year the actual amount of com- 
missions cancelled. 

The return-premium book contains a record of all credits due 
to clients on account of policies cancelled after the payment of 
the premium or on account of rate reductions, etc. The items in 
the return-premium column are posted to the debit of the indi- 
vidual accounts in the return-premium ledger. The posting to 
the general ledger from the return-premium book is: 

Return-premiums account 
Commissions cancelled, general 
To accounts receivable 

The cash-receipts book is similar to that in use in other offices. 
The items in the accounts-receivable column are posted to the 
individual accounts in the accounts-receivable ledger; items in the 
life-commission-receivable column to the renewal cards as pre- 
viously explained ; items in the return-premium column to respec- 
tive accounts in the return-premium ledger. The general ledger 
posting at the end of the month is: 

Cash To accounts receivable 
Life commissions receivable 
Return-premium account 
General 

The total bank deposits made from cash received should be 
entered in the deposit column and should agree with the amount 
of the net cash column if the desirable practice of depositing all 
cash receipts is followed. 

The cash-payments book is also similar to that in use in other 
offices. Items in the accounts-payable-insurance-companies 
column and miscellaneous-accounts-payable column are posted to 
the debit of the individual accounts in the respective subsidiary 
ledgers; items in the return-premium column to the credit of the 
individual accounts in the return-premium ledger. The credit to 
the return-premium account arises from the fact that there were 
deducted from the payments made to the insurance companies 
amounts representing returns due from them and still uncollected. 
The general-ledger posting from the cash-payment book at the 
end of the month is: 

Accounts payable insurance companies 
Miscellaneous accounts payable 
General To cash 
Return-premium account 
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The miscellaneous-expense book is a record of miscellaneous 
expenses incurred, such as stationery, advertising, telephone, 
entertaining, printing, etc. The writer has found that, in insur- 
ance offices, as well as in others, such bills are allowed to accumu- 
late from month to month without being paid. To follow the 
practice of not charging them until they are paid is inadequate, 
first, because it prevents the preparation of accurate monthly 
statements, and, secondly, because there is then no record of the 
amounts due on such bills. 

The bills are entered as they are received, extended into the 
proper columns, and posted to their individual accounts in the 
subsidiary ledger. The general-ledger posting at the end of the 
month is a debit to the various expense accounts and a credit to 
the controlling account. 

The journal, petty cash and payroll books used in an insurance- 
brokerage office do not differ from those used in other offices, and 
no discussion of them is necessary. 

The accounts-receivable, accounts-payable-insurance-companies 
and miscellaneous-accounts-payable ledgers do not require dis- 
cussion, as they are not unlike those found elsewhere. The 
return-premium ledger contains accounts with insurance com- 
panies but is used for return premiums only. The original 
method of charging the insurance companies’ regular accounts 
with such returns has been found to be cumbersome and inade- 
quate, first, because insurance companies often prefer to make 
settlement for return premiums rather than to have them de- 
ducted from premiums due, and, secondly, because it has been 
found that merging these items with the regular accounts does 
not permit of their being watched so closely. 

The solicitors’-commissions-payable ledger contains an account 
with each solicitor, showing on the credit side the commissions 
due to him on each policy (as per entries in invoice register) and 
on the debit side commissions charged back on account of can- 
cellations (as per cancellation register) and cash payments made 
(as per cash-payment book). 

The general ledger will contain the following accounts: 


Assets 
Cash Commissions receivable, life 
Petty cash insurance 
Accounts receivable Furniture and fixtures 
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Return-premium account Automobile 
Notes receivable 


Liability and Capital Accounts 


Accounts payable insurance com- Solicitors’ commission pay- 


panies able 
Miscellaneous accounts payable Reserve for depreciation 
Loans payable Capital accounts, or capital 
Notes payable stock and surplus 


Income Accounts 


Commissions earned—life Commissions cancelled— 
Commissions earned—general general 
Commissions cancelled—life Income from adjusting 


Interest received 


Expense Accounts 


Solicitors’ commissions Advertising 

Entertaining expense Heat and light 

Advertising expense Rent 

Traveling expense General expenses 

Automobile expense Examinations and inspections 
Officers’ salaries Publications 

Office salaries Repairs 

Telephone and telegraph Donations 

Stationery and printing Licenses 

Postage Interest paid 


Professional services 


This system may be adapted to meet the objections of those 
accountants who feel that commissions should not be taken into 
income immediately, but only when the premium has been paid. 
The subsidiary records will not be affected, but the entries upon 
the books will be changed slightly. 

In the invoice register, the commissions will be posted to re- 
serve-for-commissions-deductible accounts, instead of to com- 
missions-earned accounts. in the cash-payments book, new 
columns for commissions will be provided, in which will be 
entered the amount of commissions deducted on each payment 
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made to the insurance company. A double posting will be made 
from this column, namely: 


Reserve for commissions deductible—general 

Reserve for commissions deductible—life 
To commissions earned—general 
To commissions earned—life 


Thus, the commissions-earned accounts will be credited only 
with the commissions actually deducted, while the reserve 
accounts will show at any one time the amount of commissions 
to be taken into income when all the accounts have been paid. 

The posting from the solicitors’-commission column in the 
invoice register will also be changed. Instead of charging 
solicitors’ commission, a temporary account, such as solicitors’ 
commission deductible, will be charged. An additional column 
in the cash-payment book will be provided, in which will be 
entered the commission due to the solicitors as payments are 
made to the insurance companies. The posting from this 
column will be a charge to solicitors’ commission and a credit 
to solicitors’ commissions deductible. Thus, the solicitors’- 
commission account will be charged only with commissions actu- 
ally payable to the solicitors and the solicitors’-commission- 
deductible account will show at any one time the amount of 
commissions payable to solicitors if the premiums on which they 
apply are paid. 

These changes may appear somewhat confusing to the reader, 
but they are in reality simple. Where a strict cash method is 
desired, a simpler and less involved system can probably be 
used, but where it is desired to maintain a cash system and all 
the advantages of an accrual system, the foregoing suggestions 
will be found satisfactory. 
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V 
UNIVERSITY OF OKLAHOMA 
By W. K. NEwtTon 


About a year ago it was decided at the university of Oklahoma 
that the results attained in the first courses in accounting were 
unsatisfactory. Too many students were making failing or 
conditional grades, due either to incomplete outside assignments 
or to ill-prepared practice sets, and entirely too many were failing 
in the advanced courses in accounting. Something had to be 
done and it was decided to use supervised laboratory for at least 
a portion of the exercise and practice sets. Before making a 
complete change in methods, Dr. A. B. Adams, dean of the 
school of business, appointed a committee to investigate methods, 
credits, etc., in accounting of representative schools throughout 
the country. The committee prepared a questionnaire and sent 
it to fifty-two colleges and universities. 

Of the thirty-six schools reporting, fifteen were actually using 
some form of supervised laboratory for the beginning courses in 
accounting. Eight other schools had a modified form of super- 
vised laboratory or would have, being prevented only by lack of 
facilities or teaching force. Two schools were devoting an hour 
a week for a quiz, the effect of which was similar to a supervised 
laboratory. Several mixed methods were used in both the first 
and advanced courses. A few schools did not use laboratory 
work of any description in any of the courses. 

Only a few schools used the supervised laboratory in advanced 
accounting, and the majority did not use it at all in the higher 
specialized courses. 

The answers to the questionnaire clearly reveal that the 
tendency is toward supervised laboratory in the first courses. 
For the advanced and the special courses there is more or less 
variety of methods used, but in general there is little supervised 
laboratory required. 

Here at Oklahoma we are of the opinion that the variety of 
methods used in the first courses is too great. We believe that 
some form of laboratory with a measure of supervision is almost 
necessary to the successful teaching of the first courses. There 


194 











University Courses in Accounting 











are three main reasons why this is true: In the first place, the 
trend or tendency as stated above is distinctly toward supervision. 
In the second place the very nature and content of the courses 
demand it. And in the third place, we find that supervised 
laboratory for the past year has been successful here. 

It is generally recognized that accounting courses, whether 
beginning or advanced, should never be given purely as theory 
courses. Theories that cannot stand tests of practical applica- 
tion have little place in a text-book of accounting. Not only 
should the practical side not be overlooked, but it should con- 
stitute a large part of the course. Nor is it necessary to develop 
bookkeepers, as perhaps the commercial colleges do, but enough 
of the practical work should be given to teach the student that 
the names of ledger, journal, account, etc., are more than mere 
abstractions. A good practice set generally suffices for much of 
the first course, if an actual set of books cannot be kept. 

We have observed fewer failures since requiring supervised 
laboratory. In most schools of business, the first course is a 
required part of the curriculum. So, regardless of the aims of the 
school and the abilities of instructors in charge, students take 
the beginning accounting courses because of the requirements; 
otherwise they might not elect accounting. Some, of course, 
take accounting because they expect to pursue the work after 
graduation. 

With this variety of students, perhaps the one best procedure 
is not known. We have found that a close supervision of labora- 
tory work has eliminated many each semester who would other- 
wise drag along and finally fail or make a very poor showing. 
Supervised laboratory prevents the student from depending upon 
his friend or brother, and is a means of getting work from the 
student that could not otherwise be secured. The work is done 
progressively in the presence of an instructor. The student gets 
more from the lectures of the instructor than he would if he 
were permitted to work in spurts. The instructor will soon 
discover the particular weaknesses of each student, and he can 
aid each by follow-up or review exercises and lectures. 

Our students are now making a higher average in all accounting 
classes where there is supervised laboratory. Regular schedules 
keep them from letting the work accumulate, and the time-worn 
custom of cramming is chiefly avoided. They pass as they go or 
they fail, and there is no need of cramming. Very few students 
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complain of grades, since grading is more accurate, and few 
students dislike the laboratory. 

There are several reasons why there should be more uniformity 
in credit hours for accounting courses. The transfer of credits 
from one institution to another by undergraduates would be 
greatly facilitated. There would be little lost credit and little 
overlapping of subjects. A student would be able to pursue 
undergraduate work at one institution with a definite plan in 
mind to take the final year at another school, and yet have few 
overlapping credits. 

Again, uniformity will assist in standardizing the accounting 
curricula of schools of business. Certain schools should not 
give more credit for certain subjects than do others; the credit 
and the work should be the same. Cost accounting should be 
cost accounting wherever found, and the same should be true of 
other special courses as well as the regular first and advanced 
courses. 

Standardization would be of prime importance to the various 
state boards of accountancy and to the American Institute of 
Accountants, since ratings would be more easily determined. 
Reciprocity between boards where scholastic requirements have 
to be met would be facilitated, and ultimately it would mean 
more uniformity in board examinations. 
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EDITORIAL 


Joseph French Johnson died January 
Joseph French Johnson 22nd at Newfoundland, N. J., and was 

buried at Dana, Massachusetts. This 
announcement will create a feeling of deep regret in the minds of 
those who have been readers of THE JOURNAL OF ACCOUNTANCY 
for many years. His services in the early days of accountancy in 
this country were noteworthy and his direction of the editorial 
department of THE JOURNAL OF ACCOUNTANCY was largely re- 
sponsible for the growth of the magazine in its formative years. 
He was a man who seemed to have an infinite capacity for work, 
and, in spite of the great demands that were made upon him by his 
labors as dean of the school of commerce of New York university 
and his association with other educational institutions, he found 
time to devote constructive effort to the upbuilding of this publi- 
cation. As a writer he had a smooth and effective style and his 
general knowledge of business and money enabled him to write 
convincingly upon the subjects which were his chief consideration. 
His books on money and business are of enduring value. THE 
JoURNAL OF ACCOUNTANCY here records its deep regret at the 
passing of Dean Johnson and extends to his family sincere sym- 
pathy. 


A correspondent in Arizona has given 

What is Practice? prolonged thought to what should be 
done to bring about the most desirable 

conditions in the practice of accountancy. And he seems to have 
reached the conclusion that one of the fundamental troubles is 
due to the attempt to draw the line between public practice and 
private employment. There is nothing absolutely novel about 
his contention that employment as an officer of a corporation is 
equivalent to public experience, but there seem to be so many 
men who have the same mistaken idea that it may be permissible 
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to present some of the arguments on the other side. The cor- 
respondent says: 


I believe the requirement of most states, that an accountant desiring 
to take the state examination as certified public accountant must have 
been doing the work of a public accountant for three years before he can 
be admitted to the examination, unjust. 

What difference does it make if one is a public accountant or a private 
accountant? Is not his knowledge the essential upon which everything 
else depends? Is a doctor who has passed all of his medica! examinations 
and has been certified that he may practise medicine any less a doctor 
because he works for a fixed sum for one concern only? Or a lawyer, 
the second of the professions which we try to follow as the third, is 
he less of a lawyer, because a firm has retained him as their private 
counsel? 


This raises the whole question as to the use of the expression 
“public accountant” or “certified public accountant” in con- 
tradistinction to accountant of any other kind. Most of the 
members of the profession probably wish that there were some 
word which would describe professional practice and nothing 
else. Everyone who keeps accounts and many who have merely 
a bowing acquaintance with a ledger are in the habit of describing 
themselves as accountants. The ordinary bookkeeper may havea 
certain amount of justification in the claim that he is an account- 
ant because he does spend his time or part of it in the handling 
or making of accounts; but there is no virtue whatever—and 
this has been said repeatedly—in the theory that a man who is 
a good keeper of accounts has a right to describe himself as a 
public accountant. The designation ‘certified public account- 
ant” should be rigidly restricted to the professional practitioner. 
It is anomalous to speak, for example, of a controller of a corpo- 
ration as a certified public accountant. The thing contradicts 
itself. 


The correspondent asks what is the 
difference between public and private 
practice and attempts to draw an anal- 
ogy between the physician, the lawyer and the accountant. Let 
us take him at his word and admit that there is an analogy. The 
physician who is engaged, let us say, as an examiner for a life- 
insurance company and spends his whole time in that occupation 
may be an excellent theorist, but is it to be expected that he will 
have the broad, comprehensive knowledge of medicine that 
follows general practice? The lawyer who devotes all his energies 


Comparison with 
Other Professions 
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Editorial 


and professional knowledge to solving the problems and directing 
the policies of one client may be an excellent theorist in law but he 
is certainly not likely to be as well equipped for the general prac- 
tice of his profession as is the man who has devoted his time to the 
service of a number of widely differing clients. The accountant, 
therefore, who day in and day out is engaged in the affairs of one 
corporation cannot be expected to have the wide range of knowl- 
edge or the breadth of vision which is attainable by the truly public 
accountant. This must not be interpreted as any attempt to 
disparage the ability of men in private employment. Many of 
them are far abler than the average of public practitioners. It is 
nothing to their discredit to say that they are not professional 
accountants any more than it is to say that they are not compe- 
tent surgeons. Public practice and surgery merely happen not 
to be their vocations. Our correspondent says somewhere in his 
letter that the word ‘“‘public”’ is at best only an attribute. If he 
means by this that the word has no significance he answers 
his own question. The word “public” has a definite mean- 
ing and it should be used only where and when that meaning 
applies. Too many people seem to regard the word “public” 
as an attribute, or perhaps it would be better to say as an 
ornament. 


A man who has been much addicted to 
the advertisement of his professional 
attainments writes to protest against 
the rules of conduct of the Institute because they frown upon his 
philanthropic desire to educate the public. He feels that the 
public needs instruction and that it is incumbent upon him to do 
rather more than his share in bringing light into dark places. 
This is an old argument. It has been used by some of the most 
reprehensible advertisers as a justification for their activities. 
There seems to be a way, however, to permit the conduct of 
educational campaigns without any breach of professional rules; 
and to those who feel as this correspondent feels it may be sug- 
gested that they continue to educate the public and to expound 
the merits and advantages of professional accountancy. Every 
properly worded educative effort is worth while if it be entirely 
divorced from personal advertisement. If our friend will enter 
into an agreement with the accountants of his vicinity and pre- 
pare and disseminate correct information it can be done without 
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any mention of the name of the author. Several state societies 
and some chapters of the Institute are doing this kind of thing and 
the Institute’s bureau of public affairs is carrying on a work which 
is having much effect in the enlightenment of the public mind. 
One wonders if the advertiser who is so purely philanthropic 
as this correspondent professes to be would be equally eager to 
carry on the campaign of education with his name entirely 
omitted. That is the test of philanthropy. 


Sundry bills are being introduced in 
state legislatures for the amendment of 
laws providing for the certification of 
public accountants. Most of the state legislatures being now in 
session, the opportunity for amendments of existing laws or the 
substitution of entirely new laws leads to many kinds of proposals, 
some of which are dictated by little more than a desire to obtain 
registration without examination for persons who have been 
unable or who feel that they would be unable to pass the tests 
demanded by present laws. The committee on state legislation 
of the American Institute has found it necessary to make protest 
against some of the suggested legislation and at present the in- 
dications are that the most unworthy bills which have been in- 
troduced will be defeated either by committee or on the floor of 
the several legislatures concerned. There is, however, another 
class of proposed legislation which deserves and receives general 
commendation. It is admitted that many of the state laws are 
either weak in themselves or are badly administered, and where it 
seems possible to bring about reform without jeopardy to the 
profession it is hoped that the desired results will be obtained. 
In general the bills proposed follow to some extent the legislation 
of Maryland, especially its restrictive clause prohibiting the prac- 
tice of public accounting except by specific permission of state 
authorities appointed to grant such privilege. 


Legislation Opposed 
and Proposed 


A recent decision by the supreme court 
of Oklahoma to the effect that restric- 
tive legislation of this kind is uncon- 
stitutional has created a great deal of interest and accountants 
throughout the country are anxious that the matter should be 
definitely settled. It is hoped that a test case will arise under 
such a restrictive law as that of Maryland and that it will be 
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carried to the court of last resort. There should be no doubt in 
the minds of legislators or of the public as to the ability to enforce 
a restrictive law. Either such laws are unconstitutional, and 
therefore without effect, or they may be enforced and the pro- 
fession protected. In response to a request from the committee 
on state legislation of the Institute, J. Harry Covington, the 
Institute’s counsel, has prepared an opinion on the subject. 
The full text of this opinion was published in the Institute’s 
bulletin of February 16th and has probably been read and care- 
fully considered by many of our readers. Pending a definite 
decision by the highest court on this important subject it would 
be improper to attempt editorial comment upon the point at 
issue. The matter to a large extent is sub judice. The opinion 
given by Judge Covington, however, is noteworthy and many 
accountants will feel grateful to the counsel of the Institute for 
preparing so thoughtful an expression of the legal aspects of the 
case. Restriction is largely dependent upon an adequate defini- 
tion of professional accounting. This is the rock upon which 
many efforts to limit the practice may be wrecked. If the defini- 
tion be incomplete it will not be effective, and if it go too far 
it may defeat its own purpose. Probably no definition will be 
finally satisfactory until it has been tested by experience and 
amended to meet conditions which cannot be foreseen. The 
development of effective restriction is not unlike that which 
accompanies income-tax legislation. The earlier tax laws were 
quite unsatisfactory and could not be enforced without liberal ad- 
ministrative interpretation. Each succeeding law is generally 
supposed to be better than its predecessor. So we hope that the 
definition of practice will go on from year to year developing 
gradually to a point at which it may be said to be accurate and 
comprehensive. 


In the editorial pages of THE JOURNAL 

Stock-exchange 
Audits oF ACCOUNTANCY for January, 1925, we 
; discussed the action of the New York 
stock exchange in regard to the audit of accounts of members. 
Regret was expressed that the president of the stock exchange, 
writing to the president of the American Institute of Account- 
ants, had indicated that the rule requiring audits was not what 
had been expected. It was pointed out “that an audit by inde- 
pendent accountants is not required, it being optional with the 
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member or firm as to whether or not outside accountants are 
employed, the only point being that such audits as are made 
must be satisfactory to the committee on business conduct.” 
This application of the idea of compulsory audit compares most 
unfavorably with the ruling of another great exchange. The 
Monetary Times of Canada describes the development of the 
stock exchange of Montreal. The periodical quotes the president 
of that exchange to the effect that outside of London it is the 
leading stock exchange in the British empire, while in America 
it ranks second in importance to the New York stock exchange. 
The requirements which are laid down in regard to membership 
are interesting. Purchase of a seat does not itself constitute 
membership. ‘‘ The applicant must comply with certain qualifica- 
tions and measure up to a certain standard of character, respon- 
sibility and financial resources, and must get six-sevenths of the 
votes before being admitted. To maintain its best traditions 
and further to safeguard the interests of the investing public, a 
by-law was passed some months ago, making it obligatory for 
every member to furnish proof of his solvency. This is complied 
with by submitting at least once in every six months a certified 
statement from a chartered accountant to the effect that in his 
(the auditor’s) opinion the said member is solvent, according to 
the books examined by him and explanations and information 
received. Stringent penalty is provided for failure to submit 
such statement. When the first audit under the above provision 
was made every member stood the test.” At the conclusion of 
the article from which we have quoted there is reference to the 
action of the New York stock exchange in the evident belief that 
an audit in New York is to mean the same thing that it means in 
Montreal. No doubt the time will come when all stock-exchange 
houses in America will see the wisdom of engaging public ac- 
countants to conduct audits of their books and records. This 
will be brought about in part by regulation and in greater part 
by public demand. But for the present the rules applicable in 
two great American stock exchanges are not identical. 


Several readers of THE JOURNAL OF 

Offers which Annoy AccouNTANCY have asked what can be 
done to prevent the circulation of let- 

ters, post cards, etc., in which accountants are offered commissions. 
An objectionable circular has been received in which the author 
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offers to purchase notes and trade acceptances receivable, and 
then says, ‘‘ You are in a position to recommend accounts. We 
will protect you as a broker on all transactions.”” There seems to 
be nothing that can be done directly in such circumstances. The 
circular is not illegal in any sense. The Institute has no juris- 
diction. State boards cannot effectively prevent. Indirectly 
the most effective action is inaction. If those offering commis- 
sions to accountants find that accountants universally condemn 
the suggestion and ignore the firms or persons who make the offers, 
solicitation will cease. A concern which has no regard for good 
taste is not likely to lose sight of financial considerations, and if 
circularizing of the kind mentioned is unproductive it will come 
to an end. The unfortunate part of it is that there should be 
anyone so ignorant of the facts as to waste his time and annoy 
practitioners by ill-advised efforts to inflict commissions upon 
those who will not receive them. 


But on the other hand there is some- 

Some See the Light thing to be said. A concern which is 

engaged in the manufacture of station- 

ery and office equipment recently addressed a letter to the In- 

stitute which is worthy of reproduction. Here is a firm which 

is aS anxious as any firm to build up its business and to increase 

its volume of sales, but it recognizes that there are ways proper 
and improper. The letter reads in part as follows: 


Our salesmen frequently tell us that they are shut out of certain business 
in the loose-leaf and filing line because some accountants have devised 
systems for certain business houses and have specified the purchase of 
certain goods other than ours, because they, the accountants, were paid 
a commission by the house that furnished the supplies. 

We will not pay commission to any one but our own salesmen for the 
recommendation, or even the sale, of our products, because we do not 
consider this good business ethics. 

Having a little idea of the high standards of your organization, I 
presume that such a practice is considered unethical. If it is, I would 
like to have you tell me so and explain your position in the matter so we 
can go to our salesmen with some such statement as this: 

“The American Institute of Accountants does not countenance the 
acceptance of commission for the recommendation or sale of goods.” 

I will await your reply with much interest. 


This is a good letter and it may be commended to the considera- 
tion of those who write the other kind. We deplore the statement 
in the first paragraph that accountants have accepted commis- 
sions. We trust that this is an unfounded belief. 
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Something should be done about Feb- 
Too Smalla Month fruary. There is not enough of it. 
Even in its quadrennial condition of ex- 
pansion it is out of step with the rest of the calendar. A great 
deal may be said for the thoughtful gentlemen who have been 
devising various plans for the reform of our method of com- 
puting time, and perhaps out of their manifold cogitations there 
may be evolved something which may be better than what we 
have. But as the matter stands at present the difficulty seems to 
increase year by year. No blame may be attached to any par- 
ticular person for the incidence of two important birthdays in this 
shortest of months, but the fact remains that out of a poor twenty- 
eight there must be taken four Sundays, and now, in most of the 
states, two additional holidays so that there are six days which 
from the standpoint of business are dies non. That was bad 
enough, but let there be added to the complication the fact that 
February is one of the three months in which accountants are 
most hardly pressed. And last of all we must add the burden 
inflicted by federal income-tax laws which drive almost every 
accountant to distraction when he remembers the impending 
ides of March. Assuredly something must be done about 
February. 
From time to time it seems to be neces- 
sary to remind correspondents that if 
they forget to sign their names they 
cannot be given consideration. There is a well-known and wise 
rule in the offices of all reputable publications that anonymous 
correspondence shall find its way immediately to the waste 
basket. Sometimes the correspondence which comes in without 
signature has true merit and might be published to advantage. 
In other cases the anonymity covers sheer cowardice. During 
the past month we received a letter from someone who forgot to 
attach his signature. His complaint seemed to be that the at- 
tempt to enact restrictive legislation was for the purpose of creat- 
ing a monopoly. The gentleman’s spelling was original and 
entertaining. His arguments are forgotten but they could not 
have been impressive. One point in his letter, however, lingers in 
memory. He dares THE JOURNAL OF ACCOUNTANCY to publish 
his letter. If our masked friend will send a letter bearing evi- 
dence of his identity the challenge will be in better order. One 
who dares not to sign his name is a poor judge of courage. 
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EDITED BY STEPHEN G. Rusk 


Income-tax matters are within the province of accountancy to a large 
extent. That this is so has become generally recognized by taxpayers as 
well as by lawyers. A great many of the latter profession have equipped 
themselves with a familiarity with accountancy theory and have employed 
accountants with practical experience, so that they would not be handicapped 
in handling tax cases entrusted to them. 

Taking this cue from the lawyers many accountants are equipping them- 
selves with a working knowledge at least of that which constitutes evidence 
and the legal machinery as to the proper presentation of proof of the validity 
of a taxpayer’s case. 

For a number of years accountants have familiarized themselves with the 
laws with reference to income, profits, stamp, excise and estate taxes. They 
are finding however that this knowledge must be supplemented with a knowl- 
edge of the rules of evidence, court procedure and cognate matters. This 
phase of accountants’ equipment has been forced to their attention by the 
somewhat formidable nature of proceedings prescribed by the United States 
board of tax appeals. 

It is undoubtedly the fact that there is much to be said in praise of the 
board, its methods and its workings. It has expedited final decision of tax 
cases, some of which had remained unsettled for a long time. Its proceed- 
ings have been carried on with dignity and progressively. Questions at issue 
between the bureau of internal revenue and taxpayers have been clarified by 
the exclusion of extraneous matter. In short, the board, now about six 
months old, has done its work without fuss and splurge, but in a thorough and 
businesslike way, and in that short period has disposed of a large number of 
cases, 

A brief glance at the published decisions indicates that a comparatively 
small number of taxpayers’ cases is handled by accountants. In view of the 
accountant’s more intimate knowledge of that which is pertinent in most 
tax cases and of the usual lack of comprehension of accountancy matters by 
the lawyers, this fact is surprising. This condition, however, seemed in- 
evitable when the rules for practice before this board were first promulgated, 
and the disparity as between lawyer and accountant representatives of tax- 
payers will become greater unless the accountants equip themselves effectively 
to handle cases before this body. 

An attorney in the solicitor’s department of the bureau of internal revenue, 
in a spirit of helpfulness, in commenting upon the fact that some accountants 
lack the knowledge of legal procedure which would enable them most effec- 
tively to present their cases before the board, offered a few hints. Among 
those that seem most pertinent are the following: 


Be careful in the preparation of petitions that only such facts are alleged 
as can be proven. 

Be sure of the fact that you can prove to the board that it has jurisdiction 
in the case you wish it to hear. 
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Remember that proofs that have theretofore been offered to the bureau of 
internal revenue are not available to the board without the consent of the 
bureau, though this evidence can be subpoenaed. It is advisable to be pre- 
pared with evidence in addition to that which has been submitted to the 
bureau as well as a repetition of the evidence formerly submitted. 

The above are the more important of the hints given, but they should be 
supplemented by those appertaining to exactitude, clarity and conciseness in 
preparing papers and documents that enter into the case. Remember that 
the board, however sympathetic it may be to a taxpayer's plight, takes nothing 
for granted but must have the facts stated to it. One should also know the 
law and the method of procedure so that he may be aware of any errors 
committed by the attorneys for the bureau and be on the alert to direct atten- 


tion to them. 

While the functions of the board are more or less deliberative and it knows 
the law and its own methods of procedure, the decisions it makes are based 
upon its opinion and interpretation of what it holds has been proven by the 
evidence submitted to it. If the evidence for the taxpayer is confused or 
inadequate the fact will undoubtedly create doubt in the minds of the adjudi- 
cators as to the merits of the taxpayer’s contentions and will militate against 
his obtaining the relief to which he may be justly entitled. 


SUMMARY OF RECENT RULINGS 


The husband and wife may each compute the earned income on $10,000, 
if both husband and wife actually rendered personal services for which each 
received $10,000 or more and they filed separate returns. (I. T. 2126.) 

Amounts paid out in prizes and the expenses of operating baseball pools 
are not deductible as expenses of carrying on a trade or business where such 
pools are operated in the state of Wisconsin. The taxpayer should report 
the entire receipts from the operation of the pools, without credit for any 
deductions. (I. T. 2127.) 

Losses in betting on horse races are not deductible when incurred in the 
state of New York. 

The commissioner cannot consolidate returns and tax companies as a single 
unit, for section 240 (d) of the act of 1921, merely gives him authority to con- 
solidate the accounts of two or more related trades or businesses for the pur- 
pose of making an accurate distribution of gains, profits, income, deductions 
or capital. (Sol. Mem. 2396.) 

Board of tax appeals has no jurisdiction to determine appeals from de- 
ficiencies in tax imposed by statutes prior to the act of 1916. (App. David 
Mills, decision 81.) 

If the taxpayer is entitled to a deduction the board will allow it even though 
it was not claimed by the taxpayer in his original return or at any hearing 
before the commissioner. 

The board has jurisdiction to review a proposed assessment of the 50% 
addition to tax for filing a false and fraudulent return. 

The board has jurisdiction over appeals from deficiencies arising from the 
“‘special assessment’’ provisions of the act of 1918. (B. T. A. decision No. 
97.) 
Taxpayer is entitled to a deduction under 1918 act for exhaustion of patents 
under which he holds and exercises rights, in the conduct of his business. 
Failure by taxpayer to claim such deductions in his original return does not 
constitute the exercise of an election or option and does not preclude the 
claiming of such deduction later. (B. T. A. dkt. 35.) 


206 








Income-tax Department 











TREASURY RULINGS 


(T. D. 3654, December 8, 1924) 
Income and excise profits taxes—Revenue acts of 1916 and 1917—Decision 
of court 
1. REVENUE AcT OF OCTOBER 3, 1917—RETROSPECTIVE APPLICATION—CON- 
STITUTIONALITY—DISSOLVED CORPORATION. 

The act of October 3, 1917, which is retrospective, as of January 1, 1917, 
is constitutional, and its provisions are applicable to a corporation which 
was in existence during part of the year 1917, but was dissolved prior to the 
passage of the act. 


2. DissOLVED CORPORATION—ACT OF OCTOBER 3, I917—RETURNS. 

A corporation which was in existence during the year 1917, but was dis- 
solved prior to the passage of the act of October 3, 1917, must file an income- 
tax return and excess profits tax return covering the period from January 1, 
1917, to the date of its dissolution as provided by the act of October 3, 1917. 


3. DissoLVED CORPORATION—LIABILITY OF STOCKHOLDERS. 
Where, upon the dissolution of a corporation assets are distributed to 
stockholders, the latter are liable as trustees for the government to the extent 
of assets received for federal taxes due and unpaid by the corporation. 


4. DIssOLVED CORPORATION—REGULATIONS. 

The revenue act of October 3, 1917, not having specifically provided a 
method of collecting the tax against a dissolved corporation, the commis- 
sioner of internal revenue was empowered by section 1003 of the act to 
promulgate reasonable regulations. Articles 61, 203, and 205 of regulations 
33 (revised) held to be reasonable. 


5. STATUTE OF LIMITATIONS, SECTION 250 (D), REVENUE ACT OF 1921. 

The limitation upon suits by the government provided in section 250 (d) 
of the revenue act of 1921, can be set in motion only by the affirmative, 
honest act of the taxpayer. The failure to file a return as required by law, 
or the filing of a false and fradulent return suspends the operation of the 
statute. Neither general statutes of limitations, nor general doctrines of 
laches apply to the government. 


6. SAME—RETURNS. 
The filing of a return under the provisions of the revenue act of 1916, and 
the act of March 3, 1917, in the case of a corporation dissolved in July, 1917, 
and the failure to file a return under the revenue act of October 3, 1917, pre- 
vents the bar of the statute in a suit against stockholders to recover addi- 
tional taxes due from the corporation. 


7. DISSOLVED CORPORATION—RETURNS—PENALTIES. 
The filing of returns under prior acts does not satisfy the requirement of 
filing a return under the act of October 3, 1917, and the failure to file such 

a return results in a liability for penalties prescribed for failure to file. 

The following decision of the district court of the United States for the 
district of Nebraska, Omaha division, in the case of United States v. Nelson 
B. Updike et al., is published for the information of internal-revenue officers 
and others concerned. 


District CourRT OF THE UNITED StTaTEs, DistTRICT OF NEBRASKA, OMAHA 
Division. No. 651 
United States, complainant, v. Nelson B. Updike, Elmer A. Cope, Edward Updike, 
Otis M. Smith, Gorton Roth, and Robert B. Updike, defendants 
MEMORANDUM OPINION BY THE COURT 
WooprouGgs, district judge: The Missouri Valley Elevator Co. was organ- 
ized in Nebraska in 1910, and continued in business until July 31, 1917, when 
it was dissolved in accordance with the terms of the Nebraska law providing 


207 














The Journal of Accountancy 








for the dissolution of corporations, and its assets were distributed to the 
persons who were then stockholders. 

The government brings this suit in equity to compel the stockholders to 
account for the assets so received by them, to the extent of paying to the Gov- 
ernment the amount of taxes which were assessed on account of the corpora- 
tion’s earnings from January I, 1917, to May 31, 1917, under the provisions 
of the revenue act of October 3, 1917. 

The corporation had, pursuant to the regulations designated May 31, 1917, 
as the close of its fiscal year, and seasonably made its returns and paid the 
taxes due from it under the revenue acts of 1916 and March 3, 1917. But 
after the dissolution of the corporation and the distribution of its assets to the 
stockholders, all accomplished about August 1, 1917, the position was taken 
by those who had been the managing officers that the provisions of the revenue 
act of October 3, 1917, were without application to the corporations so dis- 
solved, its officers, or its stockholders. 

Such was also the ruling of the commissioner of internal revenue, as shown 
by the letter of Deputy Commissioner L. F. Spear to two taxpayers in New 
York, dated October 27, 1917, declaring that a corporation dissolved in June, 
1917, would not be subject to the tax imposed by the act of October 3, 1917, 
But on November 17, 1917, this ruling was reversed, and upon the authority of 
the decision of the United States Circuit Court of Appeals in Brady v. Anderson 
(240 Fed. 665), it was ruled that a corporation which was dissolved during the 
year 1917, prior to the approval of the act of October 3, 1917, is subject to the 
tax imposed by that act. Regulations 33, article 61, was thereupon promul- 
gated as follows: 


ArT. 61. Corporation dissolved prior to October 4, 1917.—A corporation which 
was dissolved in 1917, prior to passage of the war revenue act of October 3, 1917, 
is subject to tax under the act of September 8, 1916, as amended, and also to the 
war income tax and the war excess profits tax imposed by the act of October 3, 
1917.—Brady et al. v. Anderson (240 Fed. 665). A corporation so situated will 
make a return on revised Form 1031, covering the period in 1917 during which 
it was in business prior to its dissolution. If it shall have previously made a 
return covering this period and shall have paid any excess profits tax under the 
act of March 3, 1917, it shall be entitled to credit for the amount of such tax 
so paid against any excess profits tax assessable against it under Title II of the 
act of October 3, 1917. 


In line with the position that the law of October 3, 1917, imposed no tax on a 
dissolved corporation, its former secretary on March 26, 1918, returned to the 
collector of revenue at Omaha the blank form No. 1031 referred to in regula- 
tions 33, article 61, called ‘corporation income tax return,” and left it entirely 
blank except the name and address of the corporation typewritten in the space 
provided therefor. Accompanying the blank was a letter from the former 
secretary reciting the dissolution of the corporation and the distribution of its 
assets to the stockholders after reserving and paying the federal income tax 
and excess profits tax for the fractional period of the year 1917 then ascertain- 
able and pursuant to the returns of the corporation duly made, amended, and 
filed. The former secretary of the company further stated in the letter: 


I am addressing this communication to you because I held the position of 
secretary of said corporation prior to its dissolution, and because I am aware of 
the regulation known as article 61 of the regulations in reference to the income 
tax of October 3, 1917 (but which I am advised is erroneous), and in order that 
a statement of the facts in this matter may be made for your records. 


Afterwards and in October, 1918, the commissioner caused an examination to 
be made of the books and records of the corporation and an inspector working 
under the commissioner made up an excess profits tax return for the corporation 
on the form 1031 specified in regulations 33, article 61, together with a report 
reciting among other facts and figures that there was no one with authority to 
sign any return. The commissioner thereupon, and in November, 1919, assessed 
against the corporation an additional tax according to the rates provided in the 
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act of October 3, 1917, in the sum of $34,561.92, which, being unpaid, is the 
subject of this suit. ’ 

There is no evidence that the audits and computations made by the commis- 
sioner are wrong, but the defendants deny liability. They insist that the first 
ruling of the department was right and that the later and present attitude is 
wrong. 

A case presenting the question squarely, whether tax should be collected from 
the stockholders of a corporation earning income during the period covered by 
the tax law but dissolved before final enactment of the law was before the United 
States district court of Montana in United States v. McHatton (266 Fed. 602; 
T. D. 3043). It was held: . 


It was the corporation's duty to pay all taxes lawfully imposed upon it. Taxes 
can be thus imposed by retrospective law. (Brushaber v. Railway Co., 240 
U.S. 20, 36 Sup. Ct. 236, 60 L. Ed. 493, Ann. Cases 1917 B, 713, L.R. A. 1917 D, 
414.) The corporate duty of payment can not be escaped by dissolution. 
(U. S. v. Loading Co. (D. C.) 192 Fed. 223.) And see 28 Op. Attys. Gen. 241; 
Brady Case, 240 Fed. 665, 153 C. C. A. 463, certiorari denied 244 U. S. 654, 37 
Sup. Ct. 652, 61 L. Ed. 1373. 

Although taxes are not debts, and in respect to them the government is not a 
creditor, both being of higher nature, no reason is perceived why they are not 
within the principle that those who gratuitously take all a debtor’s property, 
to the extent thereof, may be held to respond for his present debts and obliga- 
tions inchoate or vested, or for the damages thereby inflicted—-the sometime 
“trust fund” doctrine, so far as corporations are concerned. 

When defendants took the corporation’s property there was right in plaintiff 
to thereafter impose further taxes. To pay any such taxes was an obligation of 
the corporation. The right was in its nature inchoate; the obligation was 
contingent. Defendants took subject thereto. The contingency happened; 
the right vested. The act of September 8, 1916, to this extent takes eflect by 
relation as of the first of the year, and prior to distribution and dissolution. 

Accordingly defendants are liable. 


Also in United States v. Boss & Peake (285 Fed. 410; T. D. 3442) the United 
States district court of Oregon reached the same conclusion in a case where the 
tax involved was under the act of October 3, 1917, as it is in the present case, 
and the corporation was dissolved in June of that year. The court there said 
that the tax provision of the act of October 3, 1917, is retrospective as of 
January 1, 1917, and that it is not unconstitutional, and that stockholders 
taking the assets upon dissolution of the corporation were liable for the pay- 
ment of the tax, and decree was entered for the amount of the tax due with 
interest and penalty. 

It is urged that those precedents ought not to be followed in this case. The 
defendants here have pleaded in their answer “that if the said act of October 3, 
1917, be so construed as to become applicable to a corporation organized under 
the laws of the state of Nebraska, whose corporate existence had been termi- 
nated in accordance with such laws prior to the passage of said act, or if the 
said act be so construed as to make unlawful or to invalidate the lawful distribu- 
tion of the assets of said corporation, the Missouri Valley Elevator Co. made 
to its stockholders prior to the passage of the act, and while such distribution 
was lawful and permitted under existing laws, then the said act of October 3, 
1917, in so far as it may be so construed or applied, is contrary to the provisions 
of the fifth amendment to the constitution of the United States in that it 
deprives these defendants of their property without due process of law, and 
denies to them the equal protection of the laws and will result in taking their 
property for public use without just compensation.” 

They have thus squarely presented the question of the constitutionality of 
the law on which the government’s case rests if it is to be construed so as to 
impose liability on defendant. 

But in the argument counsel for defendants have further insisted that even if 
the law so construed were constitutional and even if congress did have power to 
enforce such a tax against stockholders of the dissolved corporation, that in 
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fact congress did not exercise such power. They insist that congress did not, 

by its language in this act, include a corporation which had dissolved prior to 

the enactment and, a fortiori, did not impose liability on the stockholders. 
The act of October 3, 1917, provides: 


Sec. 4. That in addition to the tax imposed by subdivision (a) of section ten 
of such act of September 8, 1918, as amended by this act, there shall be levied, 
assessed, collected, and paid a like tax of four per centum upon the income 
received in the calendar year 1917 and every calendar year thereafter, by every 
corporation, . . . subject to the tax imposed by that subdivision of that sec- 
tion, except that if it has fixed its own fiscal year, the tax imposed by this section 
for the fiscal year ending during the calendar year 1917 shall be levied, assessed, 
collected, and paid only on that proportion of its income for such fiscal year 
which the period between January I, 1917, and the end of the fiscal year bears 
to the whole of such fiscal year. 

The provision of the law of 1916 referred to and designating the corporations 
subject to the tax is: 

Sec. 10 (a) That there shall be levied, assessed, collected, and paid annually 
upon the total net income received in the preceding calendar year from all 
sources by every corporation, . . . organized in the United States, no matter 
how created or organized . . . a tax, .. 


A reading of the statute itself makes it clear that it was the will and the inten- 
tion of congress to derive revenue from the profits that were made by this cor- 
poration during the part of the year that it was in business. It explicitly states: 
“‘there shall be levied, assessed, collected, and paid a tax upon the income 
received by every corporation organized within the United States,” and the 
period specifically includes the period during which the income was received 
by this corporation. The statute does not speak as to corporations “‘ organized 
and existing,” but doubtless of set purpose departs from the familiar phrase 
“‘corporations organized and existing,’’ so as to broaden the application of the 
law and in a positive way include every corporation organized in the United 
States and so to include this corporation, which was a corporation organized in 
the United States and which did receive an income within the period, and as 
to that income congress specifically imposes the tax. It would appear, there- 
for, that if a course of reasoning can be followed to the conclusion that no tax 
became due in respect to this income, the conclusion could not rest upon any 
failure of congress to declare its will and intent to the contrary with clearness 
and certainty. 

But it is argued that because an income tax is a tax in personam it must fail 
— a corporation dissolved before the law imposing the tax was finally 
enacted. 

A similar contention as to the nature of income taxes was very elaborately 
presented in a case involving the constitutionality of the Oklahoma income 
tax law. The state of Oklahoma laid an income tax upon incomes of non- 
residents derived from their business carried on within the state. It was urged 
that an income tax is in its nature a personal tax or a “‘subjective tax imposing 
personal liability upon the recipient of the income,” and that as to a nonresident 
the state had no power to impose such liability because the person was not 
within its territorial jurisdiction. The supreme court said: 


This argument, upon analysis, resolves itself into a mere question of defini- 
tions, and has no legitimate bearing on any question raised under the federal 
constitution.—Shaffer v. Carter (252 U.S. 37, 55). 


It would seem the same answer is applicable here. It is conceded that con- 
gress had the power to lay the tax in respect of the income of the corporation, 
and in most positive and direct terms it declared its will and purpose to do so. 
If, being defined as a tax in pane the tax would fail because of prior dis- 
solution of the corporation, then the mere question of the definition ought not 
to be deemed to have any legitimate bearing upon the duty of the court to 
carry out the expressed will of congress in a matter as to which it concededly 
had constitutional power to legislate. 
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But it is insisted that because no way is set forth in the statute to ascertain 
the income or to assess or collect the tax, and no person is there designated to 
make return or payment, the tax must fail on that account, and this argument 
is naturally interwoven with the insistence upon the nature of the tax as one in 
personami. 

In the enactment of the law of October 3, 1917, congress had in mind that 
instances would arise where the provisions for its enforcement in the collection 
of the tax would be inadequate or lacking and section 1003 is as follows: 


That in all cases where the method of collecting the tax imposed by this act 
is not specifically provided, the tax shall be collected in such manner as the 
commissioner of internal revenue, with the approval of the secretary of the 
treasury, may prescribe. 


As no method of collecting this tax against a dissolved corporation was specifi- 
cally provided in the act it became the duty of the commissioner to make regu- 

lations, and as he has done so, there is open to the court only the inquiry 
whether his regulations are reasonable and fairly calculated to carry out the 
expressed will of congress. Under his regulations, reservation of funds must 
be made by dissolving corporations to cover the tax, and, failing that, the tax 
shall be collected by suit against the stockholders. Such regulations appear 
to be in conformity with the duty imposed by section 1003, and suggest no 
unfairness toward the taxpayers, and are unassailable in the courts. The 
amount of the tax having been determined by audit of the books and records 
of the corporation, and information duly received by the commissioner, and 
assessed and levied according to the rates prescribed by the act, there remained 
the lawful duty to bring suit as prescribed by lawful regulation. 

It is contended, however, that the suit against the stockholders contravenes 
settled principles of equity, not only because there has not been a judgment at 
law previously obtained against the corporation itself, but because there is no 
trust fund doctrine recognized by federal courts which could reach the assets 
in the hands of the stockholders receiving them upon lawful dissolution. It is 
presented that at the time the corporation dissolved the dissolution was legal 
and in strict conformity with the laws of the state, and that therefore no wrong 
= involved in receiving the assets, and no trust could arise with respect to 
them. 

It was stated by counsel in argument that the defense would not rest upon the 
first suggestion as to the failure of the government to sue the corporation at 
law before bringing this suit in equity against the stockholders because there 
was denial of liability as to either the corporation or stockholders, and mere 
multiplication of suits would be useless. 

To my mind the expressions of the court in the analogous case of United 
States v. McHatton, supra (T. D. 3043), correctly and adequately dispose of the 
issue: 


When defendants took the corporation's property, there was right in plaintiff 
to thereafter impose further taxes. To pay any such tax was then an obliga 
tion of the corporation. The right was in its nature inchoate; the obligation 
was contingent. Defendants took subject thereto. The contingency hap- 
pened; the right vested. The act . . . to this extent takes wry oop 
as of the first of the year, and prior to distribution and dissolution, 


In the subsequent case of United States v. Boss & Peake (T. D. 3442) the same 
view of the law was adopted and applied almost without discussion. The court 
said (285 Fed. 410; 418): 


It is claimed by Boss that, at the time of the transaction between him and 
Peake (concerning transfer of stock) the tax was not in their minds, and that 
therefore it did not enter as an element in their agreement; that only the cur- 


rent liabilities were assumed by him. . . . The parties were . . . required to 
take notice of the power of congress to enact a retroactive measure of the kind 
denoted by the act of October 3, 1917. . The tax provision of the act of 
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October 3, 1917, is retrospective as of January I, 1917, but the act is not 
unconstitutional because of that provision. 


By way of amplification merely, it may be taken as true that the trust fund 
doctrine does not apply in the federal courts to raise any trust in those funds 
of a corporation which have been paid out at a time when the corporation was 
not rendered insolvent thereby, or was not insolvent, and only applies to the 
benefit of creditors who were such at the time of the disbursements. But if 
the construction of this tax law, which seems so obvious to me, is correct, then 
the government was, at the time of the dissolution, in the same position as an 
existing creditor. Its power to levy the tax then existed. The obligation to 
respond to the exercise of the power, although at that time an inchoate obliga- 
tion, was as binding as any other valid debt of the corporation, and the law 
imputes knowledge to all participants. In fact, as disclosed by the pleadings 
congress had already at the time of the dissolution proceeded so far toward the 
final passage of the act that on July 3, 1917, the house bill was reported to the 
senate with the finance committee amendments, changing but little the higher 
income and excess profits tax rates contained in the bill as passed by the house. 
And the bill with amendments was printed in July in the Congressional Record, 
Vol. 55, in part 5, pages 4632 to 4637. 

In addition to these considerations I am persuaded that the regulation itself 
ex proprio vigore compels the court to entertain this suit against the stock- 
holders. Congress does not provide in the act of October 3, 1917, how this 
tax as to dissolved corporations shall be collected. It does empower the com- 
missioner, with the approval of the secretary of the treasury to provide a 
method by regulation. Regulations have been duly promulgated to the effect 
that reservation of funds to pay the tax must be made on dissolution of the 
corporation, and, failing that, the tax may be collected by suit against the 
stockholders. This regulation must be given the force and effect of law be- 
cause it is in al! respects reasonably adapted to the enforcement of the act of 
congress and is not in conflict with any statutory provision of law.— Maryland 
Cas. Co. v. United States (251 U.S. 342; T. D. 3013). 

The principles announced by the supreme court in U. S. v. Chamberlin (219 
U. S. 250; T. D. 1674) are also applicable here when it is postulated that the 
act of October 3, 1917, is applicable to this corporation. The supreme court 
in that case said that by the internal revenue laws the United States are not 
prohibited from adopting any remedies for the recovery of a debt due to them 
which are known to the laws of the state. It is said that such was the rule as 
to the British crown, and the rule respecting the British crown is applicable to 
this government, and it has been applied frequently in the different states, and 
practically in the federal courts. It is said to be settled that so much of the 
royal prerogatives as apply to the king in his capacity of parens patriae or 
universal trustee enters as much into our political state as it does into the 
principles of the British constitution. (See also U. S.v. N. C. & St. L. Ry. Co., 
249 Fed. 678; T. D. 2697.) 

An ordinary contract creditor whose debt existed before the dissolution 
could have pursued the assets of the corporation into the hands of the stock- 
holders and a fortiori the government may do so. 

There remains the question whether the right of the government was lost by 
lapse of time when this action was commenced on the 24th day of April, 1924. 

An accurate and concise digest of the various limitation provisions applica- 
ble to income and profits taxes under the revenue acts from 1916 to 1921, 
inclusive, is found on pages 1029 to 1034, Holmes Federal Taxes, 1923. Study 
of the provisions there digested shows that the statute of limitations govern- 
ing in this case is section 250 (d) of the revenue act of 1921, as follows: 


Sec. 250 (d) The amount of income, excess profits, or war profits taxes due 
under any return made under this act for the taxable year 1921, or succeeding 
taxable years, shall be determined and assessed by the commissioner within 
four years after the return was filed, and the amount of any such taxes due 
under any return made under this act for prior taxable years or under prior 
income, excess profits, or war profits tax acts, or under section 38 of the act 
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. . . approved August 5, 1909, shall be determined and assessed within five 
years after the return was filed, . . .; and no suit or proceeding for the collec- 
tion of any such taxes due under this act or under prior income, excess profits 
or war profits tax acts, or of any taxes due under section 38 of such act of 
August 5, 1909, shall be begun, after the expiration of five years, after the 
date when such return was filed, . . 


The salient feature of the statute of limitations incorporated in this section 
250 (d) is that it can be set in motion and started to run only by the affirmative, 
honest act of the taxpayer and not otherwise. Prior statutes had either 
omitted limitations provisions altogether or had allowed mere lapse of time or 
official delay to destroy the government’s right, or had fixed the limitations 
starting point at the time of a discovery by the commissioner. But such 
policies are entirely abandoned in this act, and nullum tempus occurrit regi 
as to any tax imposed by any of the laws specified from 1909 to 1921 unless and 
until the taxpayer honestly makes and files his return under that law. Then 
and not until then time runs in his favor to the complete extinction of his 
liability at the end of five years in the case of the October 3, 1917, act. If the 
taxpayer fails or refuses to make such a return as the law contemplates, or 
willfully makes a false and fraudulent one, proceedings will lie against him to 
recover the tax at any time. 

After dissolution of this corporation its former secretary sent back to the col- 
lector of revenue the blank form provided for making the return for the tax 
under the law of October 3, 1917, and declared that the corporation was not in 
existence and had no officers, directors, or stockholders, and that there was no 
money or property of the corporation in existence, and said that he was ad- 
vised that the regulation, meaning the one requiring return for the tax of Octo- 
ber 3, 1917, was erroneous. It is contended that the corporation should be 
deemed to have made return and to have taken sufficient affirmative action to 
start the statute in its favor, because its returns under the 1916 act and the 
act of March 3, 1917, being honestly made and filed in July and September, 
1917, fairly disclosed its gains and profits for the period covered by the act of 
October 3, 1917. The argument is that, the corporation having in this way 
honestly given the commissioner the basis to compute the tax under the 
October 3, 1917, law, and then having frankly and fully disclosed all the facts 
as to the dissolution and distribution of the assets, and having made clear its 
claim of no liability, the government’s right to the tax, if any it ever had, 
should be deemed barred—it not in five years after August, 1917, when the 
returns were made and filed by the corporation, at least five years after the 
commissioner was directly and fully informed of all the facts. Full informa- 
tion having been brought to the tax officials, it is claimed the statute started 
to run. 

Probably limitations statutes would begin to run in an ordinary creditor’s 
suit against stockholders to subject assets received by them from their corpora- 
tion as soon as there is disclosure of all the facts and denial of liability. But 
neither general statutes of limitations nor general doctrines of laches apply to 
the government. As to it the general law is that no lapse of time bars the 
enforcement of its right. The government's right, therefore, continued and 
has not been lost unless the statute (sec. 250 (d)) expressly bars it. 

The statute does expressly bar any suit to recover an income or excess-profits 
tax begun more than five years after return was filed under the particular act 
which lays the tax. The phraseology of section 250 (d), which treats of ‘‘a 
return made under an act”’ and ‘“‘a tax due under a return made under an act,” 
seems cumbersome on first reading, but the pur is not really ambiguous. 
These phrases are adapted from the actual working out and daily administra- 
tion of the income-tax laws; they are exactly descriptive and applicable to the 
actual situation before the revenue department was known to congress. Under 
each income-tax law there are regulations promulgated to carry out that law, 
and then blank forms of return are prepared to meet the requirements of each 
particular law. These blank forms are submitted to the taxpayer to be filled 
out and verified by him, and when he has filled out the blank, added the verifi- 
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cation, and delivered the document to the proper officer, then the taxpayer is 
said to have made and filed return under the designated law. And the plain 
meaning of congress in section 250 (d) is that such a making and filing of return 
under any one of the revenue acts will start the statute in favor of the taxpayer 
and against the government. There is nothing in the statute to imply that 
anything other than such making of return under the particular act would set 
the statute in motion. 

Certainly nothing was done by this corporation in the case at bar that pre- 
sents any equivalent of the action prescribed by congress necessary to start the 
statute, namely, the making of a return under the act of October 3, 1917. The 
fact that return was made under the act of September 8, 1916, is of no avail to 
defendants. Neither is the fact that return was made under the act of March 
3, 1917. The making and filing of a return under a particular act being the 
starting point of the statute, it is of far-reaching importance that no ambiguity 
be injected into a situation that stands clear and certain on the face of the law. 
Determination and assessment of the tax has to be made under a particular 
law. In the regular and ordinary course such determination and assessment 
is upon the basis afforded by the return of the taxpayer under that law. No 
time bars such determination and assessment of a tax under a particular law 
until the return is made and filed under that particular law. 

In the case at bar it is very clear that the officers of the corporation were 
advised that there was no liability upon either the corporation or its stock- 
holders under the act of 1917, and, being so advised, they failed and refused 
to make a return such as the statutes and the regulations require, and, having 
so failed and refused the statute did not run in favor of the corporation: or of 
the present defendants. 

Cases might arise where there would be controvertible questions whether 
certain acts of a taxpayer should be construed to be “‘ making a return” so as to 
start the running of the limitations—but in this case the deliberate intention is 
shown on the part of the corporation and its officers to disavow any obliga- 
tion under the law either to pay the tax or to comply with the regulations as to 
making returns. Their position has been consistent that they were not re- 
quired either to make returns or to pay any tax. Such being their attitude 
they avoided the only thing which could start the statute, viz., the making and 
filing of a return. Accordingly the time that has passed since the enactment 
of the law of October 3, 1917, has in nowise affected the government’s right to 
recover the tax. 

The matter of penalties for failure to make return is closely related to the 
question here involved. If this corporation had not dissolved but had con- 
tinued in profitable business its next fiscal year would have ended May 31, 
1918. Under the revenue act of 1918 the taxes imposed by the act of October 
3, 1917, were entirely superseded by the new taxes for 1918, so that the cor- 
poration would have had to pay under the 1918 act, and not under the October 
3, 1917, act for that period of its fiscal year between January I, 1918, and 
May 31, 1918. Many corporations so circumstanced made their returns 
during 1918 in conformity with the act of October 3, 1917, but did not make 
the return required under the 1918 act. The question arose as to when pen- 
alties would accrue against them for failing to make returns for the tax for the 
first part of their fiscal year 1918. The matter is discussed in the opinion of 
the advisory tax board (T. B. R. 31) C. B. 1-247: 


The opinion of the advisory tax board is requested as to whether the addi- 
tional taxes shall be assessed and specific penalties asserted in the case of corpo- 
rate taxpayers, which, prior to the passage of the revenue act of 1918, filed tax 
returns for fiscal years ending during that year, but are delinquent in filing sup- 
plemental returns required by the revenue act of 1918. 

The general extension of the time to June 15, 1919, for completing corporate 
returns is understood to apply to corporations making returns on the basis of 
fiscal years ending in 1918, as well as to corporations making returns on the 
basis of the calendar year 1918. It is suggested, doubtless because such fiscal 
year corporations have already filed returns for the fiscal year 1918, in accord- 
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ance with the provisions of prior laws that corporations which are delinquent 
in filing supplemental returns for such fiscal years ending in 1918 should not 
be subject to additional taxes or penalties by reason of such delinquencies. 

The filing of supplemental returns by corporations having fiscal years ending 
in 1918 is essential to the proper administration of the revenue act of 1918, and 
all reasonable measures should be taken to compel such filing. A corporation 
which has duly filed its return for such a fiscal year, as required by previous 
laws, may be entitled to some consideration on this account and may have some 
reason for the belief that it has performed its full duty. On the other hand, 
such a corporation is bound to know at its peril of its duty to file such supple- 
mental return. The extension to June 15, 1919, of the time for filing gives 
ample opportunity to a corporation to prepare its supplemental return, espe- 
cially since many of the items included therein will be identical with items 
included in the return previously filed. The filing of a return for a fiscal year 
ending in 1918, as required by previous laws, is not therefore in and of itself a 
“‘reasonable cause” within the meaning of the statute (see revised statutes, 
section 3176, as amended by section 1317 of the revenue act of 1918) for failure 
to file the supplemental return. It seems therefore, that from the standpoint 
of the government it is necessary as well as legal, and from the standpoint of 
the taxpayer it is not unfair, to assess additional taxes and assert penalties 
against corporate taxpayers which are delinquent with respect to such sup- 
plemental returns. 


This ruling has been consistently adhered to by the department as a settled 
rule in the orderly administration of the law and in the last internal revenue 
Bulletin, Vol. 111, August 4, 1924, No. 31, page 10, there appears the following 
opinion: 

Reference is made to memorandum submitted asking for advice as to the 
correct method of computing the 25 per cent penalty on account of failure of the 
M. Company to file a return on form 1120 for the fiscal year ended February 28, 
1918, within the time prescribed by law. 

It appears that the corporation filed timely corporation income tax return, 
form 1031, and a corporation excess-profits tax return, form 1103, for the fiscal 
year ended February 28, 1918, in accordance with the provisions of the revenue 
act of 1916, as amended, and the act of 1917, which returns disclosed a tax 
liability of 5x dollars, which was assessed. Subsequently the corporation filed a 
delinquent corporation income and profits tax return, form 1120, in accordance 
with the revenue act of 1918, for the fiscal year in question, which last-men- 
tioned return, form 1120, disclosed a total tax liability for the fiscal year of 6x 
dollars, upon which total tax liability a penalty of 2x dollars was assessed. 

The revenue act of 1918 imposes a tax upon the entire net income received by 
a taxpayer during the entire period of any fiscal year ended in the calendar year 
1918. Section 205 of said act specifically so states, and makes provisions that 
any amount theretofore or thereafter paid on account of the tax imposed for 
such fiscal year by title I of the revenue act of 1916 as amended by the revenue 
act of 1917 and title I of the revenue act of 1917 shall be credited toward the 
payment of the tax imposed for the same period by the revenue act of 1918. 

It necessarily follows that the tax previously imposed under the revenue acts 
of 1916 and 1917 for any fiscal year beginning in 1917 and ending in 1918, or for 
any part of such year, is superseded by the tax imposed under the revenue act 
of 1918, and that any return for a fiscal year beginning in 1917 and ending in 
1918, filed after the passage of the revenue act of 1918, must be considered as an 
original return made under that act. 

The penalty for failing to file a timely return under the revenue act of 1918, 
as fixed by section 3176, revised statutes, as amended by the revenue act of 
1918 is 25 per cent of the tax, which could mean nothing other than the amount 
of the tax under the 1918 act. 

It is therefore concluded that if a taxpayer filed a timely return under the acts 
of 1916 and 1917 for a fiscal year ended in 1918, and later, after the passage of 
the revenue act of 1918, filed a delinquent return under the 1918 act for the 
same fiscal year, and there was no reasonable cause for the delinquency, there 
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should be assessed 25 per cent of the total tax under the revenue act of 1918. 
In other words, in the case of the M. Company, the 25 per cent delinquency 
penalty attaches to the total tax under the revenue act of 1918. Of course, any 
amount heretofore or hereafter paid as a result of the timely returns under the 
acts of 1916 and 1917 filed for the fiscal year ended in 1918 prior to the passage 
of the revenue act of 1918 must be credited toward the payments of the tax 
imposed for such fiscal year by the revenue act of 1918. 


In Beam v. Hamilton (289 Fed. 9; T. D. 3519) the court of appeals in the 
sixth circuit upheld the imposition of a 50 per cent penalty against a taxpayer 
under this same act of October 3, 1917. He had filed an income tax return but 
failed to fill out the necessary blanks to show his liability for excess profits taxes 
imposed by the act of October 3, 1917. The court on analysis of the act of 
October 3, 1917, and prior acts, shows that there were carried into the law of 
October 3, 1917, necessary provisions requiring returns to be made and author- 
izing regulations therefor to be promulgated as well as fixing penalty for failure 
to comply. The facts that the taxpayer did make and file certain returns re- 
quired did not save him from the penalty assessed against him for failure to 
make the specific and regular returns under particular and specific provisions 
of the law and regulations. 

Whether it is a question of penalties against the taxpayer or limitations in his 
favor the question is to be determined as to a particular law under which the 
return is made or refused. As stated by the advisory tax board in its opinion 
the orderly administration of the revenue law requires that the time be certainly 
fixed when penalties accrue for failure to make returns, and when the statute 
starts running because of good faith returns duly made. Such certainty would 
be impossible if acts that were not so intended could be construed into ‘‘ making 
return,”’ or if anything short of what the statute clearly intends should be taken 
as a substitute either to avoid penalty or to start the statute running. If 
liability to pay a particular tax is denied the making and filing of a return 
under that particular law which assumes to lay the tax is the only means open 
to the protestant to start the statute in his favor. 

I find that the act of October 3, 1917, supplemented by the proper regulations, 
required and obliged the corporation herein to make true and accurate re- 
turns on the particular form provided, namely, form 1031, and under oath, so 
that the commissioner could proceed to determine and assess the tax. Com- 
pliance was necessary before any question of limitations could arise. No such 
return having been made or filed the statute was never set in motion. 

Such being the conclusion of the court it will be ordered that the plaintiff 
have decree against, the defendants as prayed. 
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Ep1TEep By H. A. FINNEY 


Norte.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners of the Institute. They merely represent the opinion 
of the editor of this department. 


AMERICAN INSTITUTE OF ACCOUNTANTS 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE 
Part I[I—Continued 
No. 2 (16 points): 


A partnership, under the firm name of Bond & Young, commenced a general 
commission business, January I, 1904. 

Bond contributed $5,000 and Young $500 as their respective capital invest- 
ments in the business. 

The partnership agreement provided that Bond should receive four-sevenths 
of the profits and Young, three-sevenths, no interest to be allowed on partners’ 
accounts. 

They wish to separate as at January 1, 1924, Bond to continue the business 
as at present conducted, taking over all the assets and assuming all liabilities; 
Young to retire and pay any indebtedness to the firm he may have incurred or 
receive whatever amount to which he may be entitled. 

You are called upon, the latter part of April, 1924, to ascertain and, from the 
data furnished herewith, report as to whether Young is debtor to the firm or 
creditor and to what extent. 

No books of account were kept, except that the accounts receivable were 
recorded and all the cheque-book stubs were available. From these, it was 
gathered that Bond and Young each drew out of the business an average of 
$20,000 per annum. 


The following properties were in the firm name January I, 1924: 


Farms Sandie tn: Vis. + +0 2 05c05 ow sac>eacnseee aes $250,000 
(Giving an average yearly yield of $75,000 from produce, the 
crops maturing in March) 


Fruit orchards ts Fame —-GOt .  . . we cc ekcccahecdbatcanescus 220,000 
(Averaging a $48,000 harvest, the crops maturing in January) 

Asste. O00 TRIO «5 i 6:5 th ek et ahlichn Vaden 10 bh eae 10,000 
(Depreciated value, January I, 1924) 

Ch OR NE a nn as nds wccr kde kaka dcv eee eee eee 75,000 

Building—Washington street, New York.................0205- 150,000 
(Present value) 

Pears Fe Tr 6 5a ons nc ctcassstecadctesucasecapes 10,000 
(Averaging age of five years) 

PRODOREE TUITOIII 6 os oo 5 Sc ccdun deaneddnsoaesi opens 105,000 

WOU: | 6 cc cdudddns + +sdncMicentiecesseacteeeee $820,000 


The only liabilities being: 
PBOOURES OROGEEE. «5. oc dbves 06 0d fdas cs eceease seein $120,000 
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Solution: 

In order to determine whether Young is debtor or creditor to the firm and to 
what extent, it is necessary to add the amount of his investment and his sbare 
of the profit, and deduct his drawings. This in turn necessitates the deter- 
mination of the profits and this can be done only by single entry. This re- 
quires the preparation of a statement of assets and liabilities as of December 31, 
1923. 

In preparing the statement of assets and liabilities, it is necessary to reach a 
decision as to the value of the maturing crops. It seems fair to pro-rate these 
earnings on a monthly basis, assuming that the crop which matures in March is 
three-fourths earned at December 31, and that the crop which matures in Janu- 
ary is eleven-twelfths earned at December 31. The furniture and fixtures are 
depreciated at the rate of 10% per annum. 


Bonp & YOUNG 
STATEMENT OF ASSETS AND LIABILITIES, DECEMBER 31, 1923 
Assets: 


Farm lands in Virginia: 
I cca wc ccokesese she eeuke cae $250,000 
Estimated value of crops: 
Annual income $75,000; crops maturing in 
March; three-fourths regarded as accrued at 
SE Na, 45 «5.4.5 Gees Meee A aales 56,250 $306,250 


Fruit orchards in Florida: 
IS ios oan a badaldn ohiiehia kena $220,000 
Estimated value of crop: 


Annual income $48,000; crops maturing in 
January; eleven-twelfths regarded as accrued 


eer ee $44,000 $264,000 
Auto and trucks—depreciated value... .............2-0005- 10,000 
Ms Cc dcaydas ost olbachous sods mee ee masa a manea 75,000 
Building—Washington street, New York................... 150,000 
en I as ccc ihc cc Peweh hiwk 10,000 
Less depreciation for five years at the rate of ten 
at GUE I a oo aos ceed do ke ndenes 5,000 5,000 
Pe PP PET CPT Te Sey. ee 105,000 
oii. vi. dN win ns c0entongera eenaeniieaaees $915,250 
Liabilities: 
SD Aes. cik.s Kean dies smemuldd esis eee 120,000 


IS, 050s CGR ER Res 0d wweenkhs open ener $795,250 
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Bono & YOUNG 
PROFIT-AND-LOSS STATEMENT, JANUARY I, 1904, TO DECEMBER 31, 1923 








Diet warthe, Dgnemiie 95, DOGG oo ihc io bs ccc ce cekeweesnerewes $795,250 
Less investments, January I, 1904: 
es oO a es aa i ieee $5,000 
BE ere LS Rr Pe Peer tra Pye 500 5,500 
eG. ne ir Pr mrrrw rere rrr er $789,750 
Add drawings: 
Bond—$20,000 per annum for 20 years............ $400,000 
Young—$20,000 per annum for 20 years........... 400,000 800,000 
RO OR boi. 5 50d kv knandndecd biden eee $1,589,750 
Divided as follows: 
reer ye: Sree err Terre er Pe $908,429 
WT, occ ce ccccncectesncceshvieeenn bemellbneenneen 681,321 
THEE. 6 <5 ck dena cws dnekeedkhendenne cust $1,589,750 


Bono & YOUNG 
STATEMENT OF CAPITAL ACCOUNTS, JANUARY I, 1904, TO DECEMBER 31, 1923 








Investments, January I, 1904.............. $5,000 $500 $5,500 
Peete tit SSO. oc. s sun ces teans seca 908,429 681,321 1,589,750 
WOR. bo casds icacunageeseen ieee $913,429 $681,821 $1,595,250 
SAG. « won cs cn canestkendanedeneen 400,000 400,000 800,000 
Net worth, December 31, 1923......... $513,429 $281,821 $795,250 








No. 3 (10 points): 

The American Manufacturing Company owns all the capital stock of the 
Columbia Selling Company. Condensed balance-sheets of these companies, 
as at December 31, 1923, were as follows: 


AMERICAN MANUFACTURING COMPANY 


REM sé 6 oc 5 5 ek ce det ks takes. coke kee a $1,500,000 
PR G0 ois vein cts doh ven Case tedkesh eee $ 300,000 
CONN CE 5.5 sara on + ea ikeibinen eae bans sc hee 700,000 
Capital surplus, arising from appreciation of plant............. 200,000 
TEM WEE. 8s auc incucscuewi des eeas race aessthas eeruns 300,000 

$1,500,000 

CoLuMBIA SELLING COMPANY 

Bh gis 6 5 ok hid vc 8Xee ks HRI as ss Oa eee $ 250,000 
BR IA, 5. 5's'00 s Scsulb ape Nee Sts OF a sine a oe ee $ 50,000 
RR ye res eis ier ep me ce 100,000 
BRS I< so occ oc bac Wb Sas Bowes bees cath by aeeel eel 100,000 

$ 250,000 
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The Columbia Selling Company is incorporated under the laws of X state. 

It has been decided, in order to effect certain savings, to incorporate, as at 
December 31, 1923, a new company of the same name under the laws of the 
state of Y and increase the capital stock to $150,000, which is to be owned by 
the American Manufacturing Company. 

There will be no change in the assets or liabilities, no cash or its equivalent 
being introduced in the reincorporation. 

Prepare condensed balance-sheet for the Columbia Selling Company after 
the reincorporation and state your reasons for the changes made in capital 
stock and surplus. 


Solution: 
COLUMBIA SELLING COMPANY 
CONDENSED BALANCE-SHEET, DECEMBER 31, 1923 
PS bans weather nue eda omns eee sotues $250,000 
All liabilities. ........ ais as wc RTD apg ieee $50,000 
Ns ic didde sv su-s kn cewaiah Reaeels 150,000 
I Sm iin Sh RMA Os, Aimee er a pe ae 50,000 


$250,000 


The fact of reincorporation means that what was earned surplus to the old 
company can not be regarded as earned surplus to the new company; the excess 
of the net assets over the par value of the stock issued at the time of reincor- 
poration is paid-in surplus, which appears in the foregoing balance-sheet as 
capital surplus. It might also appear as premium on stock. 

The fact that the new company is incorporated in the state of Y while the 
old company was incorporated in the state of X, is immaterial. The essential 
fact is that the old company goes out of existence and a new one takes its place; 
hence profits earned before the beginning of the life of the new company can 
not be regarded by that company as earned surplus. 

The $50,000 of capital surplus is, however, available for dividends. This is 
not the result of the fact that it was earned surplus of the old company; any 
premium on stock is available for dividends. 

The problem does not ask for any statement of the entries to be made by the 
holding company to give effect to the reincorporation of the subsidiary, but the 
point is interesting. The following comments on this phase of the problem are 
not to be regarded, however, as an essential part of the solution. 

The holding company should make no entries whatever to record the re- 
incorporation of its subsidiary, since no change has occurred in the value of its 
stock holdings. At most the holding company could only regard the additional 
stock received as a stock dividend. 

But the reincorporation will give rise to certain problems in connection with 
the preparation of consolidated balance-sheets at the date of, and at dates 
subsequent to, the reincorporation. The method of preparing the consolidated 
balance-sheet will depend upon the price paid by the holding company for the 
stock of the old company, and upon whether the holding company has followed 
the practice of carrying the stock at cost or has taken up the earnings of the 
subsidiary. It is impossible to illustrate all possible conditions, but two illus- 
trations may be helpful. 
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Let us assume that the holding company purchased the stock of the old 
subsidiary, $100,000 par value, at a date when the subsidiary had a surplus of 
$25,000, and that the holding company paid $140,000 for the stock. Let us also 
assume that the holding company has carried this stock at cost. Of the 
$1,500,000 of assets shown on the holding company’s balance-sheet, therefore, 
$140,000 represents the carrying value of the subsidiary stock, and $1,360,000 
represents the value of other assets. The working papers for the preparation 
of a consolidated balance-sheet of the two companies immediately prior to 
the reincorporation of the subsidiary, would be: 


WORKING PAPERS 


Assets American Columbia Eliminations Consolidated 
Stock of Columbia Com- 
a ca ee ele Saha we $140,000 
Eliminate book value 
at acquisition: 











| Ree $100,000 
ee 25,000 
SS ES ies ee $15,000 
6 ae ae 1,360,000 $250,000 1,610,000 
$1,500,000 $250,000 $125,000 $1,625,000 
Liabilities 
All liabilities. ............ $300,000 $50,000 $350,000 
Capital stock: 
AMNION. oi... ee ees 700,000 700,000 
CS ss ks eee ne 100,000 $100,000 
Capital GURNEE... . 2.0005 200,000 200,000 
Surplus: 
pee rerrerr 300,000 300,000 
ee eee 100,000 
Eliminate surplus at 
acquisition......... 25,000 
| ee Pere x 75,000 








$1,500,000 $250,000 $125,000 $1,625,000 














221 








The Journal of Accountancy 








From these working papers the following balance-sheet would be prepared: 


AMERICAN MANUFACTURING COMPANY AND SUBSIDIARY 
CONSOLIDATED BALANCE-SHEET, DECEMBER 31, 1923 


Assets Liabilities 
a ee $15,000 All liabilities. ....... $350,000 
i ee 1,610,000 Capital stock. ...... 700,000 
Capital surplus, arising 

from appreciation of 


Me Sci ctmeuwec’ 200,000 
re 375,000 
$1,625,000 $1,625,000 


It will be noted that the surplus shown in the foregoing consolidated balance- 
sheet consists of the holding company’s surplus of $300,000 plus the $75,000 
increase in subsidiary’s surplus since the date of acquisition. 

Let us now consider the working papers to be prepared in making a consoli- 
dated balance-sheet at the same date, but immediately after the reincorpora- 
tion. The entries for the reincorporation are given effect to in the subsidiary’s 
balance-sheet, but no change has been made in the holding company’s balance- 
sheet. 


WORKING PAPERS 














Assets American Columbia Eliminations Consolidated 
Stock of Columbia Com- 
PPLE ee eee $ 140,000 
Eliminate book value 
at acquisition. ..... $125,000 
ee $15,000 
GIES 65 6 oS accecee 1,360,000 $250,000 1,610,000 
$1,500,000 $250,000 $125,000 $1,625,000 
Liabilities 
PN od se Stn 2 acatsce $300,000 $50,000 $350,000 
Capital stock: 
American........... 700,000 700,000 
NS iba o's we wees 150,000 $150,000 
Capital surplus: 
0 ae 200,000 200,000 
ENG See di dcwes 50,000 25,000 * 75,000 
MN a6 Gace ens ches 300,000 300,000 
$1,500,000 $250,000 $125,000 $1,625,000 
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It will be noted that the entire stock of the subsidiary has been eliminated; 
this is necessary because no stock is outstanding in the hands of minority 
interests. But since the book value of the stock at acquisition was $125,000, 
only this amount can be eliminated from the stock account on the asset side 
of the working papers; therefore only $125,000 can be eliminated from the 
liabilities. Hence, after eliminating $150,000 from the stock on the liability 
side, it is necessary to make a negative elimination, or addition, on the surplus 
line. 

The balance-sheet which would be prepared from these working papers 
would be identical with that prepared from the preceding working papers. 
It would show a surplus of $375,000, consisting of the $300,000 of surplus 
shown by the holding company’s books, and the $75,000 of earnings made by 
the subsidiary subsequently to the date of the acquisition of the stock by 
the holding company. 

It might appear that the holding company should not show any of the sub- 
sidiary’s earnings as surplus, since these earnings have now been converted 
by the reincorporation into capital surplus. This is open to debate. The 
accumulated earnings are certainly $375,000, of which $300,000 are holding 
company’s own earnings, and $75,000 are earnings of the holding company 
on its investment in the subsidiary. On the basis of that argument alone the 
showing of $375,000 of surplus would seem to be justified. But it is also true 
that the subsidiary can now pay only $50,000 in dividends, this being the 
amount of the paid-in surplus or premium on stock of the reincorporated 
subsidiary. If, therefore, it is desired to show as consolidated surplus only the 
amount which the holding company could pay as dividends to its stockholders, 
the surplus would be reduced to $350,000, consisting of the holding company’s 
own surplus, and the $50,000 which the subsidiary is able to pay as dividends 
to the holding company, and which the holding company could in turn pay 
to its stockholders. The remaining $25,000 of the subsidiary’s surplus earnings 
since acquisition by the holding company, would be shown on the consolidated 
balance-sheet as capital surplus. 


No. 4 (20 points): 


It is proposed to make the following changes in the capital of a certain 
company in order to reduce the annual expenses appertaining thereto. 

An issue is to be made of $1,100,000, 10-year, 5%, first mortgage bonds 
with a first lien on the plant and equipment and $1,000,000, 10-year, 6%, 
second mortgage bonds, giving a general lien on all the assets of the company, 
subject to the prior lien of the first-mortgage bondholders. 

All the bonds are redeemable at par: hey are to be sold to an underwriting 
syndicate at 95, the syndicate to pay all expenses of the issue. 

The proceeds from the sale of the bonds are to be used to redeem the out- 
standing balance of 18,475 shares ($1,847,500) of 8%, second preferred stock 
at 105 as provided by the terms of the issue. All the second preferred shares 
are then to be canceled. 

(Assume a quarterly dividend on second preferred stock to have been de- 
clared, payable at date of redemption.) 

The common stock is to be changed into shares of no par value, in the pro- 
portion of five new shares for one old share. This stock appeared on the last 
balance-sheet as follows: 


Common stock authorized, 115,000 shares, par value $100 
Issued, 6,000 shares, book value at date of formation of the com- 
GUS sc 6b nc cvcssteccensspembicnsscuenalantseuabest $1,250,514 
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Prepare a balance-sheet giving effect to the proposed changes with regard 
to bonds, capital stock and surplus in accordance with the foregoing data and 
the following details: 


Ist preferred convertible, 8%, authorized 35,000 shares, par value 
$100— 


er Oe, Bb OTE GHRNOD, 6. 55s 5 55s RS ESES GA Ss $2,431,500 
Sinking fund, on deposit with trustee, to retire Ist and 2nd, pre- 

III cits! Lvs 7s 0 10 amine nec. Tio an tavaiplabe aah anaes Salli ail aiel 1,275,833 
tk Fu... bvi's, 9 Sem Saeed MS EAA A dL eae ore td 731,252 


All preferred shares previously purchased had been canceled and written 
off at cost from the sinking fund. 

Show how much the company should save by this new arrangement and 
mention any advantages or disadvantages to be derived therefrom. 
Solution: 

The balance-sheet before financing, the changes resulting from financing, 
and the balance-sheet after financing, are shown in the following working 


papers: 


WORKING PAPERS 


Before Financing Transactions After 
Assets Financing Debit Credit Financing 
Ae eee $1,275,833 $1,275,833 
Other net assets.......... 4,371,369 4,371,369 
Discount on first mortgage 
Ns aids ats karan siateurs $55,000 A 55,000 
Discount on second mtge. 
DN a aia whics viata 50,000 B 50,000 
Ere a ee 1,045,000 A $1,939,875 C 
950,000 B 36,950 D 18,175 
$5,647,202 $5,770,377 
Liabilities 
First preferred stock...... $2,431,500 $2,431,500 
Second preferred stock.... 1,847,500 $1,847,500 C 
First mortgage bonds..... $1,100,000 A_ 1,100,000 
Second mortgage bonds... 1,000,000 B_ 1,000,000 
Dividends payable....... 36,950 36,950 D 
ee 600,000 600,000 
I ian as aoe oth Ae me 731,252 92,375 C 638,877 





$5,647,202 $4,076,825 $4,076,825 $5,770,377 








The financing transactions are explained as follows: 


A—Issue of first mortgage bonds, par value........... $1,100,000 
oo. 65 65 05.56 dss cc cesses se penne 55,000 
Coeds ORRIN, 66:5. < dinins cc cecccdctienengiabers ena $1,045,000 
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B—lIssue of second mortgage bonds, par value.......... $1,000,000 
a Gn sa 4-5 sess cad deb be oe eae 50,000 


Casts eannetin. ... o.ssccasesncuebsnngecnkecueeee $950,000 


C—Redemption of second preferred stock, $1,847,500. While the sink- 
ing fund was established for the retirement of both the first and 
second preferred, the problem states that the second preferred was 
retired from the proceeds of the bonds. 

D—Payment of dividend on second preferred stock. 


From these working papers the following balance-sheet, required by the 
problem, is prepared: 


NAME OF COMPANY 


BALANCE-SHEET, DATE —— 


Assets 
oT PPP EP EUR ee yo ee Cee ere $18,175 
Sinking fund, on deposit with trustee, to retire preferred stock..... 1,275,833 
eee ee or ry PETC EIT: Cee eer eee eet 4,371,369 
Discount of first mortgage bonds payable...................... 55,000 
Discount on second mortgage bonds payable. .................. 50,000 
$5,779,377 
Liabilities 


Preferred, convertible, 8%, capital stock, par value $100 per share; 
authorized 35,000 shares, issued and outstanding 24,315 shares $2,431,500 
Common capital stock, no par value; authorized ? shares, issued 


and Gunes SNES TIE ss oo So oo obs ca een tene 600,000 
First mortgage, 10-year, 5%, bonds, due ? ..............45. 1,100,000 
Second mortgage, 10-year, 6%, bonds, due ? ............... 1,000,000 
MPEP ROU TEC EY CoCr es PURI Eee en eh 638,877 


$5,779,377 


It will be noted that the 30,000 shares of no-par-common stock are shown at 
a value of $600,000, which is the par value of the 6,000 shares of old par value 
common called in and exchanged. The problem states that the book value of 
the common stock at the date of the formation of the company was $1,250,514. 
If, at the time of the formation of the company, 30,000 shares of no-par-value 
stock had been issued instead of 6,000 shares of par-value stock, the company 
might have credited the entire $1,250,514 to the common-stock account, instead 
of crediting (presumably) $600,000 to common stock and $650,514 to surplus. 
But, after the lapse of years, the change from par value to no par does not 
require the conversion into capital stock of an amount which the stockholders 
have long regarded as surplus. The conversion from par to no par merely 
increases the number of shares and does not necessarily change the distribution 
of the common stock equity as between stock and surplus. 
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The company makes a saving by eliminating the 8% dividends on the pre- 
ferred stock and substituting 5% and 6% bond interest rates, as follows: 


Dividends at 8% on $1,847,500 of second preferred stock........ $147,800 
Interest at 5% on $1,100,000 of first mortgage bonds.. . $55,000 
Interest at 6% on $1,000,000 of second mortgage bonds 60,000 115,000 





PI Ee 556 Bi aks Pes See ve 32,800 


But against this must be charged the annual discount to 
be amortized, as follows: 
One tenth of $55,000 discount on first mortgage 





cee ee eecsthcs suman eben eee” $5,500 
One tenth of $50,000 discount on second mortgage 
NI 3 kticacem cub -sontias ace da de ie le 5,000 10,500 
er ICRI, 0 < ckensceicedccctetusackescnsty $22,300 


Against this saving there may be offset the premium of $92,375 paid for the 
retirement of the second preferred stock. This may or may not bea loss prop- 
erly chargeable against this financing transaction, as there is no information to 
show the price at which the preferred stock was being redeemed through the 
operation of the sinking fund. 

The net annual saving of $22,300 is further subject to the modification that 
the financing provided the company with an extra $18,175 in cash, so that the 
total interest of $115,000 is not being incurred entirely to eliminate the pre- 
ferred stock on which annual dividend payments of $147,800 would have been 
made. 

The problem does not contain any information as to the sinking fund require- 
ments which prevailed in regard to the second preferred stock, and hence there 
is no way to compare the financial burdens of meeting the preferred-stock- 
sinking-fund requirements and the bond-sinking-fund requirements. It is 
possible that the meeting of bond requirements of $2,100,000 with a definite 
ten year maturity may place a greater strain on the working capital than was 
caused by meeting the sinking-fund requirements of the preferred-stock issue. 
No. 5 (20 points): 

The following items are included in the income-tax return of John Jones, 
single, a United States’ citizen living in New York, for the year 1923. 

For income-tax purposes, indicate which items are taxable for both surtax 
and normal tax, for surtax only, allowable deductions to arrive at net income, 
credits against net income for normal tax and credits against tax payable. If 
any income or deductions are improperly included, indicate which they are 
and why they should not be considered. 


Securities sold: 


SE en eee er Tore ee $1,000.00 

Serre rere crs 700.00 $300.00 
TE FOE TRCE ES Cre Pres CLR eee 1,000.00 
Dividends— 

U. S. Steel Corporation, common stock................: 500.00 

Lost Hope Gold Mining Co. of Arizona................. 1,000.00 


(Notice sent with dividend says earned surplus was ex- 
hausted by payment of last previous dividend) 
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Dividend from John Barker & Co., Ltd., London, 





MIS ius 55s bc euros hE CPE GE? £10. 0. o 45.00 
Less British income tax deducted at source... 3. 0. O 13.50 
£ 7. 0. 0. $32.50 
Rent paid for business property..................00eeeeeeee 2,500.00 
Ccter DU GIN «oo 5 iis sins cite snitrn pnenncksesemaead 7,500.00 
a TN gis i ws eee ace ea ads eee Ran wom cae ear ae 20,000 . 00 
Interest received on U. S. railway bonds containing 2% tax-free 
open GIB. «45 + <:9.0:00 enaikes hats acs enderadlestaces 800.00 
Interest received on New York city corporate stock.......... 450.00 
Interest received on loan to friend. .................0eeeeeee 10.00 
Interest paid on mortgage on dwelling house................. 600 . 00 
Seherask Ges Ge I doe Beek db code iavescaneonne ane 120.00 
Taxes, etc. on dwelling house— 
SN III ig hoc oh dhend 0s 204s ahd Raenmoed 250.00 
Ne ee ee er ee re eer 400 .00 
Premium paid on life-insurance policy, Jones’ sister, beneficiary 200.00 
Payments to Jones’ mother, residing in London—$100 per month 1,200.00 
Contributions— 
TOS ois oo ds Rash shoe tea es ee ease 100.00 
Sed as a sai dele ie wine btnse hd Se ee ee 100.00 
Ce DRE TONG a. o:0 ion 0d x00s a dammaaedne se 50.00 


Calculation of tax is not required. Classify the items as between income» 
deductions, credits against net income for normal tax, credits against tax 
payable, non-taxable income and unallowable deductions. 

Explain any classification which you think requisite. 

All terms are used in the sense employed by the United States treasury 
department. 


Solution: 


This problem refers to income for the year 1923; therefore the solution must 
be in accordance with the revenue act of 1921, and regulations 62 relating to 
that act. 


Income subject to normal and surtax: 
Dividend from John Barker & Co., Limited, 


SA IEE 6 os o:c ns Kees oda enn che vada $45.00 
I iid oes: <n ctitionnncscanvans sabia 20,000 .00 
Interest on United States railway bonds.................. 800 .00 
Leanignh cis Sieh GT. oi. 0 Sa iesnate-anscdaenscun od bea 10.00 

Wy a0~ sn0bsievsepaaeseyes 404nneed ie6ehaeeaaann $20,855.00 
Income subject to surtax: 
Dividend on U.S. Steel Corporation, common stock........ 500 .00 
Titel MeO. « os oe cas tncncékdeeganssugadenciewes $21,355.00 
Allowable deductions: 
ere $300.00 
Rent paid for business property............... 2,500.00 
Other business expenses. ..............000000s 7,500.00 
Interest paid on mortgage... ...........e+000- 600 .00 
Interest paid on bank loans................... 120.00 
Taxes on dwelling house. ...............0.000. 400 .00 
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Contributions— 
ER ee tne Oe Li Se eee 100.00 
Ia sires 0 nila oi Quaeeetale mie 100.00 


IN ig biinacecuassetiausce ewels 11,620.00 


i ig a gil ede hl as a oN $9,735.00 
Credits against net income for normal tax: 
PP eee eee eee $1,000.00 
Credit for mother, if taxpayer is her chief sup- 
port and if she is incapable of self-support.... . 400 .00 


Non-taxable income: 
Liquidating dividend from Lost Hope Gold Min- 
INE S06 5d ssa p iene 4.0 4.6 nea ele eich $1,000.00 
Interest received on New York City corporate 
stock. (It is assumed that this stock was 
originally issued by the city of New York for 





Eee ere re rece 450.00 
aad leeieGhin eke owas aun dea e Re eE s $1,450.00 
Non-deductible items: 
heats eo 4.065 eadahemeeakia $250.00 
NT ee 200 .00 
on icon caednapiaendeduless 1,200 .00 
Contribution to golf trophy fund.............. 50.00 
Ns elotd tea pan a enae peat e ad aE ROE RES S cs $1,700.00 
Credits against tax payable: 
British income tax deducted at source........ v $13.50 
Interest on tax-free covenant bonds, 2% of 
NG sh'ahs CRW ESO EST Ks we Sew OREECE ORS 16.00 


$29.50 
Explanation of items excluded: 

Dividends from Lost Hope Gold Mining Company.—Liquidation dis- 
tributions are not dividends within the meaning of the revenue act of 
1921. Such distributions are to be applied to reduce the cost or other 
basis of the stock. 

Interest received on New York City corporate stock.—Interest paid by 
states, and subdivisions thereof, is not taxable. 

Sewer assessment.—Special assessments are treated as capital expendi- 
tures under the act; therefore such expenditures are not deductible. 

Premium on life insurance.—Insurance premiums are not ordinarily 
allowable deductions under the act. 

Payments for support of mother are not proper deductions under the 
revenue act. 

Contribution to golf trophy fund.—This item is not deductible, because 
it does not meet the requirements of article 251 of regulations 62. 
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No. 6 (10 points): 


John Jones, president and owner of 90% of the capital stock of the Jones 
Commission Company, asks you to audit the accounts of his company and sub- 
mit a report to him with copies. 

The audit will cover the transactions during the three months ended Decem- 
ber 31, 1923, and is being made to determine the general accuracy of the records 
and the trustworthiness of the accounting staff. 

Your report will consist of a general statement in narrative form without 
balance-sheet or income statement. 

In the reply to your request for confirmation of the bank balance, you are 
advised that there is a liability to the bank for a loan amounting to $20,000. 
The bookkeeper informs you that this represents the discount of the personal 
note of John Jones, drawn to the order of the Jones Commission Company and 
credited to his personal account on the company’s books. Your inspection of 
the records substantiates this statement and you further ascertain that the 
credit to John Jones’ personal account had been extinguished by withdrawals 
of cash equalling or exceeding the proceeds of the note. 

What action would you take regarding the transactions relative to this note? 


Solution: 


A comment of the following nature would appear to meet the requirements of 
the situation: 

“The company was contingently liable, at December 31, 1923, as endorser of 
a personal note of John Jones, president of the company, in the amount of 
$20,000.00, dated , due , and discounted at bank on -, 
1923. The credit passed to Mr. Jones’ personal account at the time the note 
was received by the company has been subsequently exhausted by withdrawals 
of cash.” 

The transaction borders too closely upon the ultra vires to go uncommented 
upon, but it is probably sufficient to state the facts without attempting to pass 
judgment upon their propriety. 











Costs IN A SEASONAL BUSINESS 


The following problem in determining manufacturing costs in a business 
which is subject to radical fluctuations in monthly production, involves 
interesting points of theory which seem to make it worthy of somewhat lengthy 
discussion. The company deals in a product which has a large sale in warm 
months and very little sale in cold months. Production tends to follow the 
sales curve. However, the skilled labor required for the manufacture of the 
article is kept through the dull season so that it will be available for the busy 
season; consequently, while material costs vary with the quantity produced, 
the labor costs do not similarly fluctuate. The material used is subject to 
some variation in cost due to market conditions. 

The editor is informed that the figures in the following table represent ap- 
proximately the experience of the company, some changes having been made 
to bring the figures to round amounts. It is believed that these slight changes 
do not materially affect the problem. 
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Production Costs 



































































Number Material Labor Overhead Total 

TN sakes 100 $205 $975 $480 $1,660 $16.600 
Feb.. 115 240 975 523 1,738 15.113 
Mar 220 465 1,200 567 2,232 10.145 
i Pee 3,200 6,850 1,200 695 8,745 2.733 
May. 4,600 9,720 1,350 865 11,935 2.595 
June...... 5,950 11,600 1,350 715 13,665 2.297 
a 6,300 12,975 1,350 735 15,060 2.390 
arr 6,750 13,820 1,350 685 15,855 2.349 
Sept 5,200 11,300 1,350 820 13,470 2.590 
a 850 1,875 975 1,320 4,170 4.906 
Nov 300 770 975 730 2,475 8.250 
Pe 140 325 975 640 1,940 13.857 

Total 33,725 $70,145 $14,025 $8,775 $92,945 2.756 

1924: 

Jan 90 $215 $975 $515 $1,705 $18.944 
ee 75 190 975 523 1,688 22.507 
Mar. 250 640 975 580 2,195 8.780 
iia ieiin 3,720 8,625 1,250 628 10,503 2.823 
ee 4,360 9,485 1,250 965 11,700 2.683 
ree 6,325 13,245 1,250 765 15,260 2.413 
ae 6,720 14,820 1,250 730 16,800 2.500 
0 ee 7,310 16,280 1,250 685 18,215 2.492 
Sept 6,205 14,195 1,250 780 16,225 2.615 
Oct.. 960 2,300 1,000 1,215 4,515 4.703 
Nov 412 1,120 1,000 805 2,925 7.100 
ee 125 305 1,000 720 2,025 16.200 

Total . 36,552 $81,420 $13,425 $8,911 $103,756 2.839 




















The company has been in the habit of preparing monthly profit-and-loss 
statements. The cost of sales shown in these statements has been determined 
as follows: Add the quantity in the opening inventory and the quantity pro- 
duced during the month; add the cost of the opening inventory and the total 
of material, labor and overhead entering into production during the month. 
Divide the total cost thus obtained by the total quantity (inventory plus 
production) to obtain an average cost. Multiply the number of units sold 
during the month by this average cost to determine the cost of goods sold, and 
multiply the number of units in the inventory at the end of the month by the 
same average cost to determine the value of the inventory at the end of the 
month. The result of this procedure during the year 1924 was as follows: 
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Average 
Quantity Cost Cost 

January: Opening inventory...... 1,200 $5,619.60 
a nee eee 90 1,705.00 

ES ss ics concansee 1,290 $5.678 $7,324.60 

COR OGD. « 5c dncawees 120 5.678 681.36 

February: Opening inventory...... 1,170 $6,643 .24 
ee ree 75 1,688 .00 

es sind sna shes wks 1,245 6.692 $8,331.24 
ae eee 115 6.692 769.58 

March: Opening inventory...... 1,130 $7,561 .66 
POMNNS os Sccsaccses 250 2,195.00 
pI As ES 1,380 7.070 $9,756.66 

ee eee ee ee 856 7.070 6,051.92 

April: Opening inventory...... 524 $3,704.74 
PUN. 55-45 hie sive 3,720 10,503 .00 

Rc atict ckalmaselnn 4,244 3.348 $14,207 .74 

ee ee eae 3,525 3.348 11,801.70 

May: Opening inventory...... 719 $2,406 .04 
i ae 4,360 11,700.00 
RE he aril ten 5,079 2.977 $14,106.04 

Cr ES oop cescece 4,285 2.777 11,899.45 

June: Opening inventory...... 794 $2,206.59 
ee 6,325 15,260.00 

SDs + vhs tached Akins 7,119 2.453 $17,466.59 

Cost of sales 6,445 2.453 15,809.58 

July: Opening inventory...... 674 $1,657.01 
FOR cx.0 vxscck ewes 6,720 16,800 .00 

Minds ckceheennate 7,394 2.496 $18,457.01 

ey Fe eer 6,256 2.496 15,614.98 

August: Opening inventory...... 1,138 $2,842.03 
PUNNMIRS 58 6.0055 v9 Kd 7,310 18,215.00 

, RS OF ees 8,448 2.493 $21,057.03 


CR MR. Sih asec cnn’ 7,280 2.493 18,149.04 











The Journal of Accountancy 




















Opening inventory...... $2,907. 
ys 6,205 16,225.00 


September: 











Re Pret eee 37: $19,132. 
16,400. ¢ 



















































October: Opening inventory...... 1,053 $2,732.59 

re 960 4,515.00 

Ce er reer 2,013 3.600 $7,247.59 

ee eee 420 3.600 1,512.00 

November: Opening inventory ...... 1,593 $5,735.59 

oo: 412 2,925.00 
re rere 2,005 4.319 $8,660.59 

oy fee 325 4.319 1,403 .68 

December: Opening inventory...... 1,680 $7,256.91 

a eee 125 2,025.00 

Total 1,805 5.142 $9,281.91 

ee ere 260 5.142 1,336.92 

Closing inventory....... 1,545 5.142 $7,944.99 


It becomes apparent at this point that the use of this method results in a 
valuation of the December 31st inventory at $5.142 per unit, although the 
average cost of production during the year was only $2.839. 

The use of this method also results in profit-and-loss statements which are 
practically worthless, as will be apparent from the variations shown in the 
following statement. Sales throughout the year were made at a fixed price 
of $5.00 per unit. ' 


Statement of Gross Profit by Months—1924 


Quantity Selling Gross 

Month Sold Price Cost Profit Per Cent 
jee 120 $600 .00 $681 . 36 $81.36* 13.56* 
February. ..... 115 575.00 769.58 194.58* 33.84* 
Kd + sess 856 4,280.00 6,051.92 1,771.92* 41.40* 
Se 3,525 17,625 .00 11,801.70 5,823.30 33.04 
Se 4,285 21,425.00 11,899.45 9,525.55 44.46 
NS iii ana 6,445 32,225.00 15,809.58 16,415.42 50.94 
| Eee 6,256 31,280.00 15,614.98 15,665.02 50.08 
a 7,280 36,400 .00 18,149.04 18,250.96 50.14 
September..... 6,320 1,600 .00 16,400 . 40 15,199.60 48.10 
October....... 420 2,100.00 1,512.00 588.00 28.00 
November. .... 325 1,625.00 1,403.68 221.32 13.62 
December..... 260 1,300.00 1,336.92 36.92* 2.84* 

*Loss 
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The company wishes to prepare its monthly statements and determine 
its costs in such a manner as to regard the whole year as a unit, show- 
ing approximately the same rate of gross profit on sales made during the winter 
months as on sales made during the summer months; it also wishes to arrive 
at fair values for its inventory at the end of the year; and it wishes to give 
effect in its costs to fluctuations in material, labor and overhead costs as be- 
tween years. 

Possible methods of accomplishing this will be discussed in a subsequent 
issue. 








Correspondence 
“EARLY DAYS OF ACCOUNTANCY ” 


Editor, The Journal of Accountancy: 

Str: I have read with a great deal of pleasure the first instalment of Mr. 
Anyon’s very interesting article Early Days of American Accountancy in the 
January issue of THE JOURNAL OF ACCOUNTANCY, and am eagerly looking for- 
ward to the instalments which are to follow. 

Mr. Anyon’s reference to the late John Heins as seeming to be the only 
representative accountant in public practice in Philadelphia in 1886 is, I be- 
lieve, subject to modification. 

Soon after I entered the employ of Mr. Heins early in 1887, I came into 
rather close contact with the late Mr. Lawrence E. Brown, and I can recall 
several members of his staff at that time and believe that he had in his employ 
at least a dozen men, which was a fairly good force for those days. Mr. Brown 
had been in active practice as a public accountant from 1882. He was a man 
who devoted himself very closely to his profession and did not take much part 
in other activities, so that he was not so likely to be known to members of the 
profession outside Philadelphia. 

Another man who had an established practice at that time was Mr. John 
W. Francis, who had been a public accountant from 1869. Some light is shed 
on the question of his standing at the time of which Mr. Anyon writes by the 
following extract from < biographical sketch of Mr. Francis read by Mr. J. E. 
Sterrett at a meeting of the Pennsylvania Institute of Certified Public Ac- 
countants on February 15, 1918: 

In his vision of the internal development of accountancy, and in view 
of the circumstances existing at the time (it was truly a vision and worthy 
of a statesman), two things occupied the foreground: education and organ- 
ization. As early as 1886 he brought together the little group of men who 
were then in practice in Philadelphia, and of whom Mr. Lawrence E. 
Brown is now (1918) the sole survivor. Several meetings were held in 
Mr. Francis’ office, and a plan of permanent organization was worked 
out which provided for a charter as an educational institution. The 
original minutes of these meetings, almost if not entirely complete, are 
now in the possession of the American Institute of Accountants. When 
the plans were brought about to the point where an application for a 
charter was to be made, early in 1887, Mr. Edwin Guthrie arrived in 
America and advised the formation of a national society. The plan for a 
local organization was then dropped, and several of the Philadelphia men, 
Mr. Francis among them, joined in the formation of the American Asso- 
ciation of Public Accountants. 


Mr. Charles N. Vollum, whom many of the members of our Institute will 
recall, took up the work of public accounting in 1875 and played an important 
part in accountancy circles in those early days. 

There were a number of other Philadelphians who were engaged in the prac- 
tice of public accountancy, but the four mentioned were the outstanding mem- 
bers of the profession at that time. 

It is a matter for gratification that one so well qualified to write of the early 
days of accountancy in this country has undertaken to put his recollections 
into print and the profession as a whole is under obligation to Mr. Anyon. 

Very truly yours, 
T. Epwarp Ross, 

Philadelphia, January 22, 1925. 
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Book Reviews 


INCOME-TAX PROCEDURE, 1925, by R. H. Montcomery. Ronald Press 
Co., New York. 


The 1925 edition of the annual classic on the American income tax is in bulk 
a twin to the 1924 edition but has the newness inspired by a new revenue act 
and by one more year’s experience in the elucidation of ambiguities. It has 
chapters devoted to the federal estate tax, the new gift tax and the federal 
capital-stock tax, and it has still a few pages on excess-profits-tax procedure 
in the form of addenda only, to record what has been officially learned about 
those war imposts in the last year. But over ninety per cent of the book is 
devoted to the subject indicated by its title, procedure connected with the 
income tax, meaning always the federal tax. Profusely and variously indexed, 
with the full text of the 1924 act, keys to the sections of the law, the articles of 
the regulations and rulings and decisions quoted or referred to and with foot- 
notes on former procedure, the book is remarkably self-contained. 

Those who have become accustomed to look to Colonel Montgomery for ex- 
pressions of opinion, as distinct from rulings, will not be disappointed, and the 
contrasts between the 1921 and 1924 acts offer opportunities for individual 
interpretations. Take, for instance, those very significant sections of the law 
dealing with gains and losses, their determination, recognition and basis— 
probably the most important single subject in the entire income-tax law. 
Commenting on the abandonment of the former practical criterion of a gain or 
loss, ‘‘readily realizable marketable value,”’ and the substitution of the rule 
that a profit must always be determined by considering ‘‘the fair market value 
of the property received,’’ the author advises us that the change is entirely 
without effect. The test still remains: Has the property received a fair market 
value? And if it has not, the transaction is not closed so far as that property 
is concerned. What fair market value may mean is also fully discussed in 
chapter XXV. Again, the author casts doubt upon the legality of the new 
rule for taxing the profit on gifts accrued prior to the date of the gift, by com- 
pelling the donee to use the donor’s basis in determining the profit on realiza- 
tion. The similar inconsistency in forcing the use of the predecessor’s basis by 
a corporation acquiring property on a tax-exempt exchange or sale seems to be 
accepted, notwithstanding the treasury department's adherence to the princi- 
ple of the distinct identity of corporations. 

In criticizing the retroactivity of this rule, however, the author points out 
that two more classes of cases are not covered: those consummated before the 
specified dates and those in which the “control” conditions are not met. It is 
suggested that there is still a loophole in the law for raising the basis for gain, 
depletion and depreciation through a reorganization with the introduction of a 
new interest of over 20 per cent for cash. In that case the transaction would 
(under section 203 b-4) not be closed so as to render the old stockholders 
liable to tax on the gain until they dispose of the new securities. 

While all the loopholes in the law may not yet be closed, the author on the 
other hand sounds notes of caution to the taxpayer to exercise care in creating 
safe conditions for exchanges to comply with all the technicalities of the law. 
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For instance, to exchange old bonds for new bonds in the same corporation is 
not a ‘‘reorganization,’’ nor does it come within the exempt classes of parallel 
exchanges specified in section 203 (b) 1; so that unless it can be brought within 
the control provisions of section 201 (b) 4, such a transaction must be brought 
to account in computing taxable income. Another illustration: To avoid the 
double tax that would fall on a corporation and its stockholders when the 
corporation sells its assets at a profit and distributes the proceeds among the 
stockholders, the individual stockholders of the selling corporation are re- 
minded that they should sell their stock to the vendee. 

The book in the main upholds the treasury department, and it praises the 
new board of tax appeals. There are no criticisms where there is no room for 
question, but the reader should not expect to find advice on ways to evade 
taxes. While the author does not regard the teeth with which the undistrib- 
uted-profits tax (section 220) has been armed as any more efficient than the 
“‘pathetic”’ efforts in the past to ‘“‘pursue the reluctant dividend,’’ he does 
not offer to artful schemers any plan for circumventing its application. 

It is not only in its detailed features that Income-tax Procedure, 1925 is 
valuable but in the broad strokes given in the editorial text. Discussions of 
the succession of laws we have been blessed with, of the fallacy of tax-exempt 
securities and of the need for less definition in the law and more discretion in 
its administration, expressions of hope for continuation of executive leadership 
and of opposition to retroactive legislation—these are topics that aid the 
reader to keep a perspective in viewing the subject of taxation as a part of a 


“a 


still unfolding history. 

But when Colonel Montgomery indulges in one of his favorite pastimes, his 
prophecies contradict history. The form his 1925 exposure of the incompe- 
tence of congress takes is an assurance that if a majority of the ‘‘smarter”’ 
sex be elected in 1926 a law of greater simplicity—and of fewer words—will 
result. The author’s indignation at the revelation of symptoms of human 
nature in a male congress prompts the question: Are not women also people? 
Experience answers: Yea, even more so! 

FRANCIs J. CLOWEs. 


ACCOUNTING PROBLEMS: ELEMENTARY, By CuHartes F. RITTEN- 
HOUSE, and ATLEE L. Percy, McGraw-Hill Book Co., New York. 


A book purely of laboratory material, consisting of practical problems and 
questions on theory adapted to the first-year student in accounting. The 
problems and questions are well graded and varied and may be used readily in 
conjunction with almost any text-book or to furnish drill-work supplementary 
to lectures, A helpful book for teachers and examining boards. 

W. H. Lawron. 
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